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An Accounting Problem 
and Its Solution 


. 
T has always been more or less of a problem with 
accountants to find just the right kind of a pen 
to use in auditing—one that would write a clean, 
uniform figure and at the same time have a 
constant and ready flow—a pen that would deposit 
so little ink, no blotting would be necessary. 


Nothing short of a pen made to order could 
satisfy such exacting specifications! 


A 


THE ““SWAN SAFETY ’”’ 
POSTING FOUNTPEN 


is that kind of a pen and more. 


It writes without pressure and needs only to be 
guided. In fact, you can use it all day and your 
hands never tire or suffer from the usual writer’s 
cramp. 


Then too, the SWAN SAFETY will not blot nor 
sweat and may be carried in any position without 
danger of leaking. 

Why not send for one and try it out on a ten 
days approval? If it isn’t the best posting pen 
you ever checked with, you are under no obliga- 
tion to keep it. We are confident, however, that 
it will solve one of your accounting problems— 
the choice of a REAL posting pen. 


Size 2, $3; Size 3, $4; Size 4, $4.50. Size 5, $5.50. 


MABIE Topd & Go. 


17 MAIDEN LANE, 209 S. STATE ST. 
NEW YORK CHICAGO 
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Federal Taxation Legislation 


[This memorandum was prepared for the purpose of demon- 
strating certain undesirable features and probable effects of 
portions of the finance bill now before congress.) 


The American Institute of Accountants desires in this memo- 
randum to draw attention to three questions affecting the senate 
finance bill as to which it believes amendment to that bill is 
desirable. 


The institute represents the practising public accountants in 
the United States and is not affiliated with any interest specially 
affected by the proposed enactment. Its members have, however, 
had wide experience in connection with the administration of 
income tax and excess profit tax laws and two of its three recom- 
mendations are designed solely to eliminate uncertainties and 
bring about more uniform and equitable application of the taxa- 
tion proposed. The third recommendation looks to the elimi- 
nation of a tax which it believes to be economically unsound and 
opposed to the best interests of the country. 


The general nature of the objections and the remedies 
suggested will first be briefly indicated and thereafter the three 
recommendations will be discussed separately. 


The first suggestion is designed to insure that for the purposes 
of determining the capital employed in a business one value shall 
not be assigned to property in respect of the pre-war period and 
another and higher value to the same property in respect of a 
taxable period. The recommendation is that in clause C, section 
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205, after the first paragraph (page 18, line 21 of the bill as 
reported June 28th) there should be inserted the following clause: 
“The value of any property acquired prior to or during the pre-war 
period shall not at any time be taken to exceed the value assigned to 
such property in determining the capital employed in the pre-war 
period, except to the extent of expenditures for improvements to 
such property made subsequent to the pre-war period and not 
claimed as deductions from the taxable income of any year, nor 
shall the value of any property acquired since the pre-war period be 

taken to exceed the actual cash cost thereof.” 

The second recommendation aims to eliminate the inequalities 
which would result from the provision that excess profit tax shall 
be computed on the basis of the net income returned under the 
special excise and income tax laws from time to time in force. 
The deductions allowed under these different laws have varied 
from time to time and it is clearly desirable that the profits of 
the pre-war period and the profits of the taxable period shall be 
placed as nearly as possible on the same basis of determination. 
The recommendation made is that the last five lines of the first 
paragraph of section 206, lines 23, 24 and 25 on page 20 and lines 
1 and 2 on page 21 should be struck out and that there should be 
substituted therefor the following clause: 

“except that the amounts received by it as dividends upon the stock 
or from the net earnings of other corporations, joint-stock companies 
or associations, or insurance companies, subject to the tax imposed 
by title I of such act of September eighth, nineteen hundred and 
sixteen, and all interest puid by it, shall be deducted from gross 
income, and such adjustments shall be made as shall be necessary to 
establish the income of the respective periods as nearly as may be 
upon the same basis of determination.” 

The third recommendation looks to the elimination of the pro- 
posed tax on undistributed profits, effect to be given thereto by 
striking out sub-section 2 of section 1206, page 107. 


* * * * 
Point I 


The bill as it stands provides that capital shall be deemed to 
be the fair average value of the assets actually invested and em- 
ployed in the trade or business less the average amount of the 
liabilities incurred in respect to such trate or buSiness. This 
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provision is subject to certain limitations as to the valuation of 
goodwill, franchises, patents and other intangible assets. 

It seems clear that under this provision the capital for each 
year would require to be determined on the basis of the fair value 
of the assets in that year, so that where the value of assets 
(other than intangible assets) has increased, possibly as the re- 
sult of increased earning capacity due to the war, the tax-payer 
would be entitled to a return on the enhanced value of such 
assets at the same rate as was earned on the lower value of the 
assets in the pre-war period before becoming liable to excess 
profit tax. 

The point may be easily illustrated by taking the case of a 
corporation owning a single ship, the fair value of which in the 
pre-war period was $500,000 and the fair value of which today is 
$1,500,000. This is by no means an extreme or unlikely case. 
Under the wording of the bill as it stands such a company would 
be liable for excess profit tax only on the earnings in excess of 
three times the earnings in the pre-war period. It is not believed 
that this is the intention of the act and it is therefore recom- 
mended that a clause should be inserted providing that assets 
shall not be taken at any higher value in respect to a taxable 
period than was assigned to them in the pre-war period and that 
assets acquired since the pre-war period shall be valued at not to 
exceed cost. The amendment suggested is repeated here as 
follows : 

In clause C, section 205, after the first paragraph (page 18, line 
21 of the bill as reported June 28th) there should be inserted the 
following clause: 


“The value of any property acquired prior to or during the pre-war 
period shall not at any time be taken to exceed the value assigned to 
such property in determining the capital employed in the pre-war 
period, except to the extent of expenditures for improvements to 
such property made subsequent to the pre-war period and not 
claimed as deductions from the taxable income of any year, nor 
shall the value of any property acquired since the pre-war period 
be taken to exceed the actual cash cost thereof.” 


Pornt II 
The second recommendation aims to insure as far as possible 
that the profits for the pre-war period and for the taxable period 
shall be determined on the same basis. Incidentally, it proposes 
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to eliminate a slight inequality in the treatment of interest. The 
deductions from taxable income in respect of interest, depletion 
of minerals, taxes, and possibly other items, have varied under 
the different laws from time to time in force. It is obviously 
equitable, and it is in the interests of the government that these 
variations should be adjusted in making a comparison of the 
income of the taxable period with the income of the pre-war 
period. 

A minor point in which the proposed bill is inequitable is in 
the treatment of interest. In the determination of capital for 
purposes of the bill all indebtedness is required to be deducted 
from the assets irrespective of the question whether such in- 
debtedness is in excess of the capital stock or not. Clearly, there- 
fore, in the determination of the income earned on such capital 
all interest should be allowed as a deduction irrespective of the 
relation of the interest-bearing indebtedness to the capital stock 
of the corporation. The clause designed to give effect to the 
views herein expressed is repeated as follows: 

The last five lines of the first paragraph of séction 206, lines 
23, 24 and 25 on page 20 and lines 1 and 2 on page 21 should be 
struck out and there should be substituted therefor the following 
clause: 

“except that the amounts received by it as dividends upon the stock 
or from the net earnings of other corporations, joint-stock companies 
or associations, or insurance companies, subject to the tax imposed 
by title I of such act of September eighth, nineteen hundred and 
sixteen, and all interest paid by it, shall be deducted from gross 
income and such adjustments shall be made as shall be necessary to 


establish the income of the respective periods as nearly as may be 
upon the same basis of determination.” 


Pornt III 


The third recommendation looks to the elimination of the 
proposed tax of 15% on undistributed profits. It is assumed that 
this tax is proposed with a view to compelling the declaration of 
dividends and the resulting payment of supertax by large stock- 
holders. It is respectfully urged, however, that the vicious results 
which would ensue are more than sufficient to offset what might 
be accomplished in this direction and that the clause would work 
grievous hardship on a large number of corporations. It is sug 
gested that the provision be eliminated and that the remedy where 
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dividends are unreasonably withheld is to be found in a more 
vigorous enforcement of the powers conferred on the department 
of internal revenue by section 3 of the income tax act of 1916 
and if necessary the enlargement of those powers. That section 
provides: 

“For the purpose of the (this) additional tax, the taxable income of 
any individual shall include (embrace) the share to which he would 
be entitled of the gains and profits, if divided or distributed, whether 
divided or distributed or not, of all corporations, joint-stock com- 
panies, or associations, or insurance companies, however created 
or organized, formed or fraudulently availed of for the purpose 
of preventing the imposition of such tax through the medium of 
permitting such gains and profits to accumulate instead of being 
divided or distributed; 
and the fact that any such corporation, joint-stock company or 
association, or insurance company, is a mere holding company, or 
that the gains and profits are permitted to accumulate beyond the 
reasonable needs of the business, shall be prima facie evidence of 
a fraudulent purpose to escape such tax; 
but the fact that the gains and profits are in any case permitted to 
accumulate and become surplus shall not be construed as evidence 
of a purpose to escape the said tax in such case unless the secretary 
of the treasury shall certify that in his opinion such accumulation 
is unreasonable for the purposes of the business. 

“When requested by the commissioner of internal revenue, or any 
district collector of internal revenue, such corporation, joint-stock 
company, or association, or insurance company shall forward to him 
a correct statement of such gains and profits and the names and 
addresses of the individuals or shareholders who would be entitled 
to the same if divided or distributed.” 


The main objections to the proposed tax are: 


(1) That the excess profits earned will not be in many cases in such a 
form as_ to be available for distribution. 

On account of rising prices the actual amount of working capital 
needed by corporations engaged in ordinary industry is steadily 
increasing and the profits of such companies exist largely in the 
form of inventories and accounts receivable which cannot be dis- 
tributed as dividends. 

Companies engaged in more distinctly war industries have as a rule 
largely increased investments in plant and equipment and in working 
capital. Experience has shown that many such companies under- 
taking contracts for the allied governments have suffered serious 
financial embarrassment from these causes at a time when they were 
undeniably making large profits. It is not too much to say that many 
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such companies will have difficulty in finding the cash needed to pay 
excess profit taxes quite irrespective of the payment of dividends. 
Under existing conditions while profits are large there is a much 
greater danger of error in the determination of profits than in 
normal times. It must always be remembered that statements of 
profits are at best estimates. In particular many companies will be 
required to pay heavy excess profit taxes, the amount of which will 
necessarily be uncertain until their returns have been approved by 
the internal revenue department. It would be most unsound financial 
policy to distribute a large percentage of the profits shown by such 
companies with such a large uncertain liability outstanding. 
Corporations which were financially embarrassed prior to the present 
period of increased profits are looking to those profits to restore 
completely their solvency and could not justifiably distribute any 
large part thereof in dividends. 

Other corporations have made financial plans calling for the applica- 
tion of profits now being earned to defray the cost of new con- 
struction already contracted for or for the retirement of maturing 
obligations. 

It is true that the bill provides that 20 per cent. of the year’s net 
income may remain undistributed without the company being liable 
for tax, but this exemption would in many cases be totally inade- 
quate to meet the conditions just recited. 


(2) That the government will be requiring many corporations to provide 


additional facilities for war work and the natural way to provide for 
such facilities is as far as possible by the retention of profits in the 
business. It is bound to be increasingly difficult to finance such 
requirements by borrowing, especially in view of the government’s 
prospective borrowings. It is, therefore, not in the interests of the 
government that such companies should practically be compelled 
to distribute their profits. 


(3) That it is part of the national policy to encourage economy through- 


out the nation at this time and the distribution of extra dividends 
to small stockholders would undoubtedly lead to extravagance on 
their part. The cash if retained by the corporations would be much 
more available for purposes of the government, either by invest- 
ment in loans or otherwise, than if so dissipated. 


(4) Many corporations have agreed with their preferred stockholders, 


creditors, bondholders, or others, to apply in redemption of pre- 
ferred stock or long term indebtedness an amount of cash equal or 
bearing a fixed relation to the amount distributed in dividends on 
common stock in excess of a given small percentage. Many cor- 
porations would be unable to distribute 80 per cent. of their net 
income and to comply with such agreements without grievously 
impairing their financial position and credit. 


(5) That looking at the matter from the standpoint of the specific pur- 


poses sought by the proposed clause, it is apparent that it will result 
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in small stockholders suffering in many cases a penalty which is 
intended to be placed on the large stockholders. Many cases will 
doubtless arise where a large capitalist controlling a corporation 
can afford to pay a 15 per cent. tax rather than distribute the divi- 
dends and pay a supertax on his personal income, and he will prefer 
to postpone distribution until some later date when it can be made 
at a less cost. The penalty for the postponement will fall not 
wholly on him, but partly on the minority stockholders who would 
not be liable to supertax if distributions were made, and are unable 
to compel distributions. 

(6) That if the clause results, as it is evidently intended to result, in full 
distribution of dividends, such distributions will tend to create 
inflated values for stocks quoted on exchanges and those financial 
interests which are able to see the whole situation in its true per- 
spective will be afforded an opportunity to sell stocks at high prices 
to the general public who will be deceived by the large distributions. 


Broadly speaking, the policy of conservatism in the distribu- 
tion of dividends which has characterized the more important 
American companies has undoubtedly been one of the main ele- 
ments in the attainment of its present strength by American 
industry, and the general effect of an official government ban on 
such conservatism would be most unfortunate. 

In passing it may be pointed out that it is impossible for many 
corporations to determine their profits and take considered action 
on a dividend within 60 days after the end of the calendar or 
fiscal year as contemplated in section 1206. 

It is doubtless true that a considerable amount of taxation of 
individuals has been avoided by the wilful withholding of profits 
which might reasonably be distributed, but it is believed that 
such cases can best be reached by a more general application of 
the powers conferred on the treasury department by section 3 
of the income tax law of 1916 and that it would be better to 
supplement such powers than to impose a general tax which 
would bear inequitably upon so many companies and their stock- 
holders. 


For the American Institute of Accountants, 


W. SaAnpvers Davies, President. 
A. P. RicHarpson, Secretary. 


New York, July 19, 1917. 
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Expert Testimony by Accountants” 
By W. R. Totteta, C. P. A. 


One of the activities of our profession brought about through 
the enlargement of our field is what is called, for the lack of a 
better name, expert testimony in court. I am handicapped at 
the start for the proper term to describe exactly what is expert 
testimony. The words expert witness do not exactly describe 
or set out what the accountant is trying to be when he takes the 
witness stand. If the accountant is thoughtless enough to 
subscribe affirmatively to the suggestion that he is an expert 
witness, he finds that he has set himself up as dexterous, adroit, 
ingenious, inventive, deft, sharp and cunning. What he thought 
he was stating in all modesty was that he was proficient, skilful, 
talented, capable, adept, experienced and, by virtue of all these, 
trustworthy. 

This is the first question he has to answer when he takes the 
stand. Later, as the case progresses, he discovers the interpreta- 
tion placed on his answer. This is not because he is an accountant, 
but because the term expert witness has been discredited through 
the efforts of experts in other lines to substantiate contradictory 
theories when opposed to each other in the same case. 

The accountant is concerned with facts—and facts only. If 
he is called on to state facts, he must not attempt to argue them. 
The fact that he is paid by his client to enter court implies to the 
lay mind that he is paid for his testimony. As a matter of fact, 
and as we well know, he is not paid for testifying; he is paid for 
his time so taken up, his capital being his time, plus his experience 
and ability. 

The true expert is distinguished by his recognition of details 
in their relation to the facts at issue; and, in his effort to bring 
out this relation, it would seem that he lays himself open to the 
imputation that he is attempting to place too much stress on 
unimportant details. He is thoroughly conscientious when doing 
so; his professional mind recognizes their validity as factors of 





*A paper presented at the Tri-State meeting at Wilmington, Delaware, April 
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evidence; but, unfortunately, he is sometimes led into an argu- 
ment regarding their importance, suffers through the sharpness 
and subtlety of the cross-examiner, and leaves the stand with a 
feeling of dissatisfaction with himself and a suspicion that he 
has been made ridiculous. What he has been trying to do is to 
place before the court the facts in the case, accurately, completely 
and clearly. 

The point is well illustrated by one of the writers in the New 
Testament. St. Luke is said to have been a professional man, a 
physician, so he tells us (Luke vi. 6) that a man’s right hand 
was withered. Notice the professional eye. St. Matthew and St. 
Mark evidently were in other lines of industry for they say only 
(Matthew xii, 10, and Mark iii, 1-5) that his hand was withered. 

I cite this to remind you that as a result of expert testimony 
you understand and visualize the man’s affliction by St. Luke’s 
description. Without it you would naturally have wondered 
how badly the man was handicapped in the struggle of life. 


A great bugbear to the conscientious witness is the hypo- 
thetical question. The word hypothesis bears many interpretations 
—as many as expert. Synonyms for hypothesis are guess, 
supposition, conjecture, presumption and so on; but when he 
meets the hypothetical question, the witness is not allowed the 
privilege of a hypothetical answer—far from it, he has to supply 
a satisfactory answer based on his interpretation of the question 
and his experience in that particular line of business—and when 
I say satisfactory, I mean satisfactory to both sides. 


The examiner who propounds the question most assuredly 
does so keeping in mind the greatest advantage to be attained by 
his side by his presentation of it. The opposing counsel recog- 
nizing this fact also propounds a hypothetical question outlining 
his side of the case. The answers to each are collated and the 
witness then invited to explain wherein the difference exists, 
resulting usually in his being thoroughly tangled up, his mind 
disorganized, and himself exposed to further discredit and 
humiliation as the examination proceeds. 


We are all aware of these facts, and it will be my effort to 
set forth, not a remedy, but a few rules for the guidance of an 
accountant on the witness stand, some of the suggestions being 
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based on my own experience and observation, and others on 
what I have been able to cull from the limited literature on the 
subject. 

Very little has been written on the subject of expert testi- 
mony. I discovered this early, when preparing this paper, as I 
desired to go outside personal experience and profit by that of 
others. There have been at least two articles in THE JOURNAL 
or AccOUNTANCY—but one is safely concealed from me in 
volume i, which is conspicuous by its rarity. There is a good 
article in volume vii, and this apparently completes our contribu- 
tion to this kind of literature. On the other hand, the engineers 
of the country seem to have been having their own troubles with 
expert testimony, as we find another good article on the subject 
in one of their magazines recently issued, and there are many 
points of similarity in the two professions. 


It seems to be the rule that a professional man makes a poor 
expert witness. This is due, from my observation, in many 
cases to his inability to erase technicalities from his answers, 
forgetting that he is not before members of his own profession, 
but is talking to laymen, who probably never heard the terms 
before and whose mental processes are totally different from his 
own. Again, he is apt to become irritated during his examina- 
tion due to his being headed off by counsel, his natural inclination 
being to make a long answer beginning with a preface, and closing 
with a climax. This kind of oratory receives short shrift in a 
court of justice, as it looks as though the witness were introducing 
qualified answers. 

The accountant who is a successful witness is one whose 
experience has brought him in close contact with the actual 
operation of the business, whose affairs are the subject of inves- 
tigation. The accountant is not haled to court as a rule simply 
to testify to the mathematical accuracy of the books and accounts, 
but as to their relation to some legal complications, and his exam- 
ination usually bristles with hypothetical questions, his answers 
to which are expected to prove one thing or another, generally 
on some point outside the scope of his own examination. 


The most valuable asset an accountant can acquire is self 
confidence, particularly if based on real knowledge and under- 
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standing. Next to this comes self control. He should study 
rules of evidence, as this results in his ability to discriminate as 
to when to interpolate a qualified answer with his yes and no. 
As a rule, however, a simple affirmative or negative will be the 
most satisfactory, as he is first questioned by the attorney for 
his own side, with whom he has probably been in consultation, 
and the line of questioning has been agreed on before the case 
went to court. If he introduce a qualified answer, he may upset 
his own case—on the other hand, opposing counsel may object, 
and the answer be stricken out. 


Qualified answers, in my opinion, have no place in direct 
testimony, although the accountant may be sorely tempted to 
yield under cross-examination, but it still remains with him to 
exercise his good sense and discretion when occasion demands 
their use. Of course, if an unfair line of questioning develops, 
he has no alternative; but usually he is protected from personal 
attacks through his previous frankness and directness. He must 
remember that he knows nothing but facts, and that he is not 
there to argue them, or fight for his client—the lawyer should 
do that, and in his summing up does it better than the witness 
can. 

Opposing counsel sometime resort to brow-beating, and this 
is when the witness must exert his self control. He should never 
appeal to the court for protection, as this is an implication of 
weakness and not calculated to add weight to his testimony, and 
the mere act of appeal is calculated to shatter his self-confidence. 
His own counsel will usually interpose objections at opportune 
times, and by retaining his mental poise the witness will probably 
be able to worry through. Very often the judge will take a hand 
and materially assist him by outlining specific requirements in 
an answer, and usually the honest witness has nothing to fear. 
The inexperienced witness is generally on the suspicious lookout 
for trick questions, and he, of all witnesses, is the most prone to 
try to run in qualified answers with the usual sad result before 
referred to. 


The witness is often pressed for a definite answer to a question 
and, on his failure for any reason to do so, he is invited to make 
a guess. Now, that is a real trick question. Being an 
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accountant, dealing with facts only, why should he guess? Some 
sort of an answer is required; how then should he avoid the 
pitfall in his path? 

The solution is easy—ridiculously and obviously so. Let 
him state that he refuses to make a guess, but will do better and 
make an estimate based on his professional knowledge and 
attainments. An estimate comes between a guess and actuality 
because it approximates probability. 

The accountant is also asked to furnish figures on the stand 
from memory. One of the best answers I have heard given to 
instructions of this kind was made by a witness who stated that 
“he had made it a rule never to commit anything to memory that 
was a matter of record.” That closed that episode. However, 
there is no real objection to making calculations on the stand. 
Facility in doing so will make a good impression. If he has to 
make calculations under duress, he should demand the privilege 
of revising them later at his leisure. 

I do not think it is good policy for the accountant to take his 
working papers to court, as a tendency arises- to testify from 
them and not from the books, and the first thing the witness 
knows, the alert opposing counsel has gotten them away from 
him and made them a part of the court records. When that 
happens, he might as well never have had any. If he has to 
carry any data to court, let him set them down in a memorandum 
book for reference in emergencies. If he can impress the court 
with the idea that the book is his personal property and a tool 
of his profession, he is reasonably safe from depredation. If he 
can incorporate with these memoranda a list of authorities to 
quote from, he is adding just that much security, as it justifies 
him in claiming the book to be a tool of his profession. 

The accountant witness should have a fair knowledge of law. 
It is pre-supposed that he has, but he is not there to testify on 
legal features of the case, and it is just as well to keep his 
knowledge in the background to avoid any suspicion of adroit- 
ness. Let it be understood he is there to tell the truth, the whole 
truth and nothing but the truth. 

It is good policy to assume deliberateness in reply, throughout 
an examination. It tends to thoughtful answers. A hasty reply 
in the beginning may lead to incalculable damage in the end, and 
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if you hesitate over an answer, the effort is not so obvious if 
you have adopted this suggestion. As the accountant comes 
more and more to be called in as a witness, his value as an expert 
witness becomes more enhanced in later cases, as the views 
expressed and hypotheses urged by the other side in the case 
usually afford food for thought, broadening his view and leading 
him to express his opinion with more confidence and to divest 
his answers of technicalities, which up to this time he has been 
embodying. 
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Classification of Income and Profit and Loss 
Accounts~ 
By ALEXANDER L. TINsLEy, C.P.A. 


Notwithstanding the work that has been done in recent years 
to improve the terminology and classification of accounts, for the 
purpose of securing greater simplicity and uniformity in respect 
thereto, with a corresponding increase in efficiency, it is generally 
acknowledged that before the desired end can be attained much 
additional standardization will be required. 

As one of the most important phases of the subject relates to 
the main divisions or groupings of the income and profit and loss 
accounts, attention will first be called to two of the leading types 
of classification of these accounts, and the question of the advisa- 
bility of the adoption of a third classification will then be con- 
sidered. ; 

These three classifications, in condensed form, confined to 
accounts for a manufacturing corporation, are as follows: 


A. 1. Operating account. 
(a) Gross, 
(b) Net. 
2. Income account. 
Profit and loss account. 
Surplus account. 


>} 


Manufacturing account. 
Income account. 

Net income account. 
Profit and loss account. 


alt eal oad 


C. 1. Operating account. 
(a) Gross. 
(b) Net. 
2. Income account. 
3. Profit and loss account. 


*A paper presented at the Tri-State meeting at Wilmington, Delaware, April 


10, 1917. 
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Classification of Income and Profit and Loss Accounts 


In type A, with the exception of the first main division and its 
two sub-divisions, which have been termed operating, in the one 
case, and gross operating and net operating respectively, in the 
other, we have the form that is, perhaps, in most general use. In 
the case of the sub-divisions, at least, it is not asserted that they 
have been known by these terms. In fact, this is one of the 
matters to which attention is called, viz., the need of a general 
agreement as to the terms to employ in describing these divisions 
of the operating account, which correspond in the older account 
forms of statement to the manufacturing account, trading account 
and first section of the profit and loss account. 

In this classification the operating account shows, first, the 
gross profit on sales after deducting the cost of the goods sold 
from the net sales, and, second, the net profit (or income) from 
operations after deducting the selling and administrative expenses. 

The income account includes, in addition, all secondary or 
other income, so-called—that is, income arising from the use of 
capital as such, in the form of loans, investments, etc., or from 
outside operations not directly related to the principal purpose of 
the business. It is charged with expenses in connection with the 
use of capital, such as interest, cash discounts, etc., and with 
losses relating to outside operations. Rents, taxes and insur- 
ance are also included by those accountants who feel that the 
economic theories on the subject should govern in the matter. 
The balance of the account represents the net income for the 
period and is transferred to the profit and loss account. 

The profit and loss account includes the current fiscal period’s 
proportion of miscellaneous profits and losses together with such 
items of income and expenses as do not recur periodically. The 
balance of the account represents the surplus for the period. 
From this balance are deducted any dividends or other appropria- 
tions of income for the period as distinguished from the cumu- 
lative profits of the undertaking, the remainder being transferred 
to the surplus account. 

The surplus account represents the cumulative unappropriated 
profits and includes occasionally extraordinary profit and loss 
items not applicable to the current period. It is charged with all 
dividends or other appropriations of net profits whith do not 
apply specifically to the inceome for the period. 
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In type B we have a classification that has been recommended 
by A. Lowes Dickinson in his book Accounting Practice and 
Procedure. 

As compared with type A, as I understand it, the manufac- 
turing account corresponds to the gross operating account; the 
income account to the net operating account; the net income 
account to the income account; and the profit and loss account to 
the surplus account. 

In type B, however—largely on the ground that if otherwise 
treated the income account would not disclose over a period of 
years the true result of that period—all delayed operating or 
income items, including all profit and loss items so-called, except 
those of an extraordinary character, irrespective as to whether 
or not, they may apply to previous periods, are taken up in the 
income or net income accounts. There is no one account, there- 
fore, that corresponds to the profit and loss account in type A. 

There are included in the profit and loss account in type B 
only extraordinary items of receipt or expense, not applicable to 
any particular year, such as profits realized on sales of property 
or losses on sales or dismantling of property or due to its recon- 
struction. Where property in good condition is abandoned, it 
is recommended that only the difference between its depreciated 
and scrap values be charged to profit and loss, the income account 
being made to stand the remainder of the loss. 

There are also included in the profit and loss account items 
of such character as the total amount of discount on an issue of 
bonds, provided it is written off at one time. 

In this classification it will be noted there is no surplus account, 
the profit and loss account taking its place. 

The essential difference, however, between the two methods 
of classification may be said to consist of the treatment of 
delayed operating and income items and of the so-called profit 
and loss items. In classification B, as previously pointed out, 
such items are included in income—in other words, in the accounts 
showing the results for the period, extraordinary items only 
excepted. If the propriety of this procedure be admitted, then 
it follows that in addition to the net income account as used in 
this classification, there is required but one account, the function 
of which is to show the cumulative profits of the business. 


96 











Classification of Income and Profit and Loss Accounts 


It is worth noting that this is substantially the view taken by 
the interstate commerce commission in its Classification of Income 
and Profit and Loss Accounts for Steam Roads, issue of 1914. 

In type C we have a classification consisting of three main 
divisions or accounts. 

It is apparent that it is modeled very closely after the classi- 
fication recommended by Mr. Dickinson, and in fact, except in 
the matter of terminology, the two classifications are practically 
identical. : 

While the claim is made that this classification has but three 
main divisions, and thus is simpler and more easily understood, 
especially by the lay mind, than one having four divisions, it is 
true that this statement should be qualified end attention drawn 
to the fact that, although the operating account is considered as 
the first division, it actually consists of two sub-divisions (a) 
gross operating, (b) net operating, which, except perhaps for 
similarity of name, possess all the characteristics of main 
divisions. ca 

However this may be, it does not seem illogical to consider 
gross operating and net operating as sub-divisions of the operating 
account or division. Of course, before this position can be 
reached, the propriety of substituting the terms gross operating 
for manufacturing and net operating for income must first be 
decided. 

While this question can be gone into only very briefly it may be 
said that there is no doubt as to the existence of more or less 
misunderstanding as to the use and meaning of the term “manu- 
facturing account.” On the other hand, it is thought that the 
term “gross operating” would not be open to the same objections, 
as it would seem to indicate sufficiently well the nature of the 
account which shows the gross profit on sales. 

It is also thought that the term “net operating” describes with 
reasonable clearness the character of the account showing the 
net profit on sales, or as it is more commonly stated, the net 
profit from operations or income from operations. 

The use of the term “income” as the title of this account is 
objected to on the ground that it is associated in the minds of 
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many with the account which includes the secondary income of 
the business—in other words, with the account having that title 
in the A classification. 

We thus have two accounts whose titles indicate that their 
function is to reflect different phases of the results of the main 
operations of the business, the final expression of which consti- 
tutes the primary income. 

The term “income” is used to designate the next account or 
division because it is considered the one most generally employed 
to indicate the account which includes both the primary and 
secondary income for the period. It corresponds, therefore, in 
treatment to the net income account in the B classification. 


The third or final account or division, the profit and loss 
account, corresponds in all respects to the account with similar 
name in the B classification. 

A form of a partly condensed statement of income and profit 
and loss in report form is presented in conclusion, but no forms 
of detailed supporting schedules are given. 

It may be pointed out that it does not follow that no more 
than four group accounts should be kept in the ledger, or that 
in the account form of statement, for example, a separate section 
may not be devoted, if desired, to showing the net sales or income 
(revenue ?) from sales. However, by making a direct deduc- 
tion on the credit side of the statement from gross sales of the 
items of returns, allowances, etc., and preferably, by avoiding 
the use of the term “income” in this connection, there would be 
a resultant gain in simplicity and clearness. The selling profit 
after deducting the selling expenses is sometimes shown, but this 
item rarely, if ever, appears in condensed statements. 

An examination of the following form will show that no 
provision has been made for appropriations of net income—as 
distinguished from the cumulative profits—for dividends or other 
purposes, including arbitrary provisions for depreciation. In 
such cases after making the deductions in question from item 
No. 13, net income, the remainder could be termed “balance net 
income,” as stated in the classification previously referred to of 
the interstate commerce commission, or some such term as “net 
income surplus for the period” could be used. 
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The better fo illustrate the text, the main divisions and prin- 
cipal sub-divisions have been indicated on the form and the items 


numbered. 


STATEMENT OF INCOME AND PRoFIT AND Loss 


I, Operating 
Account 


II. Income 
Account 


IIT. Profit and Loss 
Account 


Gross 
Operating 
Account 


Net 
Operating 
Account 


c 





ro 





A 
. Returns, allowances, etc. (deduct) 
. Net sales 

. Cost of goods sold (deduct) 

. Gross profit on sales manufac- 


wn & Ww Do 


15. 


16. 


17. 


18. 


19. 


Gross sales 


tured goods 


. Gross profit on sales trading 


goods 


. Total gross profit on sales 


. Deduct—selling expenses 


administrative expenses 


. Net profit (or income) from 


operations 


. Other income 

. Gross income 

. Deductions from income 
. Net income 


. Extraordinary profits (Give 


details here) 

Profit and loss surplus at begin- 

ning of period 

Gross profit and loss surplus 
available 

Extraordinary charges (deduct) 
(Give details here) 

Net profit and loss surplus avail- 
able 

Deduct—dividends 

other appropriations 


. Net profit and loss surplus at end 


of period—as per balance-sheet 











Accounting Systems for Retail Merchants* 
By Joe, Hunter, C.P.A. 


Bookkeeping is the art of recording business transactions and 
facts. Accountancy treats of the methods of classifying and 
recording business transactions and facts so that the facts shall 
be shown in their proper relations expressed in terms that will 
fully provide the information necessary to successful financial and 
business administration. Hence it may be seen that the most 
useful accounting system is that which discloses accurate informa- 
tion most frequently and soonest after the financial transactions 
have occurred. 

The successful administration of any business, large or small, 
may be expressed in three terms: total sales; total purchases and 
expenses ; and inventory of stock in trade. Rendered another way 
this might be expressed as: first, cost of doing business; second, 
volume of business done; third, profits and losses. The almost 
universal object of conducting business is to make profits; and 
the way to do this is to sell the product for more than it cost. 

Now, what is cost? Cost has been defined as the amount, or 
equivalent, paid or given for anything—loss of any kind— 
expenditure—an outlay, as of money, time, labor, etc. Between 
cost and selling price a great gulf of expense is to be passed over. 
How it is to be bridged depends upon the merchant. There are 
no fixed rules for determining what the expense should be, as 
almost each case requires different treatment. Probably the most 
that can be said is that one should know what these expenses are, 
and what relations they bear to each other and to the whole. 

While opinions may differ as to what kind of an accounting 
system to keep, it is universally agreed that it should be adequate 
and the results clearly stated. One of the reasons, I think, why 
better accounting systems have not been followed in the past is 
that many men cannot see where they bring in any money. There is 
something fascinating about a sale and the handing over of cash or 
the charging of a large sum against the account of a good payer. 





*An address delivered before the Atlanta Ad. Men’s Club. 
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Accounting Systems for Retail Merchants 


One can see that ; but it has taken years for business men to under- 
stand that a correct accounting system prevents loses, even though 
only by disclosing them and thus preventing their repetition. 

What though, it is asked, are the prime essentials of an 
accounting system for retail merchants? In a distributive busi- 
ness where articles of merchandise are bought to sell again, we 
must have a record of the sales correctly entered and a record for 
purchases. 


Now, if all business were done on a cash basis, the rest would 
be simple ; the remainder would be accounted for by cash in bank 
—a truly ideal condition. But, in reality, at the end of the week 
or of the month the merchant, if he be prudent, should cast up 
his accounts and make a reckoning. He has a number of charge 
sales; a number of cash sales; payments on accounts previously 
made, and a quantity of unsold goods on hand, which, when listed, 
the business world calls inventory of stock in trade. The only 
way for him to find out what has been made or lost that month— 
which, added to or deducted from the previous month’s showing 
will disclose the true financial condition—is to take an inventory 
of his stock on hand. He then lists this and makes up a statement 
of his other assets, money, accounts, notes, etc., deducts from the 
total all his payables and finds his present financial condition. 

In order to prove this he makes up another statement which 
he calls a trading statement. This is composed of total sales for 
the month, less goods returned by purchasers, from which is 
deducted the cost of the goods he has bought to sell. This figure 
deducted from the sales will show the gross profits. From the 
gross profits are deducted the total expenses for the month, which 
will give him the net profit for the period under review. It is to be 
noted carefully that the difference between assets and liabilities 
should agree with the difference between total sales and purchases 
and expenses. This figure is affected only by what the merchant 
started with, but it is an important point in all accounting methods 
and is generally accepted as a proof of the accuracy of the work. 

I am quite aware of the objection against preparing a monthly 
inventory because of the time and expense involved. While there 
is no other way as accurate as this, men experienced in certain 
lines of business have evolved two plans, which accomplish 
approximately the same result. One of these plans is to mark the 
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cost price in conjunction with the selling price of each article to 
be sold and the other is to ascertain by experience the minimum 
profit of each class or grouping of sales made. 

If one is honest with himself, he can get practically correct 
results by the system of ascertaining profits on the total sales. 
For instance, if it is well established that a minimum profit of 40% 
is made on total sales of $1,000, we know that $400 gross has been 
made. From this the total expenses are to be deducted. Here 
again we confront a number of complications. Some of the sales 
may have been made at a greater profit than 40% and it is likely 
that in a drive, a bargain sale, stock has been turned over at a less 
percent than that. It is true, though, that many concerns content 
themselves with this method of determining their profits until the 
end of the year, when they figure the inventory and then get a 
true view of their financial affairs. 


In suggesting a system for a retail merchant, the first con- 
sideration, I think, would be to determine what kind of business 
he was going into. Let us say a retail grocer. He should of 
course have a bank account into which would be deposited all the 
receipts of cash and collections on account. He should have a 
cash register which should be carefully maintained, and in which 
should be deposited a petty cash fund to meet the every-day 
needs. All payments of every kind should be made by cheque, 
even though the cheques be cashed out of the petty cash fund. 
He should have a purchase record. Many merchants, to save time 
and expense, use a large book, called the invoice book, in which 
their invoices are pasted, leaving a margin of about 2 inches of 
blank paper to the right. Into this margin is extended the net 
amount of the invoice. At the end of the month this is footed 
and charged to merchandise purchases and accounts payable 
account is credited. Here I would say that if the merchant is for- 
tunate enough to buy for cash the entry would be different in that 
each of the payments would be charged directly through the cash- 
book to merchandise purchased. If, however, he cannot pay cash, 
he makes the entry, but, as has been said, charges merchandise pur- 
chases and credits accounts payable account. When he is ready 
te settle these bills he charges accounts payable account and 
credits cash. In order to keep track of each invoice as it is paid 
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a rubber stamp should be used, carrying the word “paid” and date, 
to be impressed upon the invoice. This will cover approximately 
his purchase record. 


For the sales record the well known bill and charge system is 
recommended, As each of the salesmen makes sales during the 
day and enters them upon serially numbered order books, or 
record books, the total of each day’s transactions is entered on the 
cash journal by proper reference to each salesman’s order book. 
The detail is then entered in the accounts receivable ledger. This 
ledger is so made as to carry double pages for each account. The 
first page is perforated to the left so that, when at the end of the 
month the daily entries are completed and the entire month’s 
business is recorded and footed, the customer’s account is ready 
for him. The pages thus torn out form an itemized statement of 
the month’s transactions and the copy left in is a permanent 
record in the accounts receivable ledger. The total of these sales 
is credited to merchandise sales and charged to accounts receivable 
account on the ledger. When these accounts are paid, entry is 
made on the cashbook charging cash and crediting accounts 
receivable account. Thus when all the accounts have been prop- 
erly entered on the cash journal, and duly posted to the ledger, we 
have merchandise sales credited so much; accounts receivable 
charged with a similar amount; merchandise purchases charged 
with so much; accounts payable credited with a like sum. These 
four accounts practically constitute the business, with the excep- 
tion of the total of general expense, which almost everybody 
knows how to record but few how to keep down. 

With the controlling account checking the accounts receivable 
and the accounts payable; with the merchandise sales account and 
merchandise purchase account properly entered, the cash sales 
reasonably well safe guarded, the merchant has at hand about 
75% of the necessary information to disclose his financial con- 
dition; that is, whether he is making a profit or loss. As has 
been said, the only accurate way to find this out is to ascertain 
the cost of the unsold goods, and do this each month. When this 
is done the merchant will know what the cost of his total sales 
was, and see practically at a glance whether the margin between 
his gross profits and his total expenses is sufficient to show him 
whether he is conducting business at a loss or a gain. 
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I refer again to the necessity for keeping accounts right. The 
times have changed and the business world looks askant upon the 
man doing business who never issues, or reluctantly gives out, 
a financial statement. Credit is given largely upon belief and 
information—belief that a man will pay his debts and informa- 
tion concerning his financial worth. No person can issue a correct 
statement unless reasonably accurate records are kept. If a mer- 
chant wishes to buy from a wholesaler and thus increase his 
accounts payable, he should present a correct statement. Or, if he 
wishes to borrow from the bank on his note, the bank will 
undoubtedly want a correct statement. 
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Determination of Income Rate on Unusual 
Serial Bonds 


By Epwarp S. THomas, C.P.A. 


Where serial bonds are purchased at different times at flat 
prices and payments in redemption are irregular, either as to 
amounts or periods, the determination of the income rate on the 
investments as a whole involves more or less labor. No single 
formula will give the rate directly, but we can assume two rates, 
one below and the other above the approximate rate, and inter- 
polate between these two rates. In most cases this method will 
give a rate sufficiently accurate, but if still greater accuracy is 
desired the process may be repeated. The labor can be reduced 
to a minimum by the use of Sprague’s Extended Bond Tables; 
and an adding machine, especially one that prints the results, will 
facilitate the operation. 


An excellent article on the subject under consideration ap- 
peared in THE JoURNAL oF AccounTANCy for February, 1917; 
but the rate obtained by the method given therein is not as satis- 
factory as could be desired, owing to the assumption that all pur- 
chases were made at the same time. It is obvious that such 
assumption must lead to erroneous results. Whether the first 
payment greatly exceeds the last payment or the reverse is a 
matter of moment, but the method in question takes no cognizance 
of this fact. Besides, purchases subsequent to the first are treated 
as having been made from one to two years prior to the issue of 
the bonds purchased. Furthermore, much labor is required in 
some cases to obtain the value of the several payments in redemp- 
tion of the loan. This criticism applies not to the formula itself, 
but to the method of its application. 

For the purpose of comparison of methods, I shall make use 
of the example given in the article referred to. Bonds were issued 
as follows: 


May 1, 1908, $600,000........ at 80%, netting $480,000 
May 1, 1909, 125,000........ at 90%, netting 112,500 
May 1, 1910, 100,000........ at 90%, netting 90,000 
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All bonds bear interest at the rate of 5%, nominally, payable 
on the first of May and November of each year and mature as 





follows: 
gg Se ere rer $30,000 
BI PCC eT TTT ETT Cree 40,000 
te Ey acces ecsddesshenee« 50,000 
Sl ME os seseisnabbseeereene 50,000 
RE SAEs sc bbdndteseeeewess 50,000 
Bt Gh EE tc cncnceedinedensens 60,000 
SD Bg Bs os 68a 6 nde eves odes 60,000 
gh | ereee rrr rere tee re 60,000 
ES PTO PC TST TTT Te 60,000 
FS Serer rere Tee 60,000 
I 6 va sinkescssendeseyes 60,000 
ee er oe 70,000 
BE a 6a neds enc de ceunnis 70,000 
Pg SEA a snake bucdvcswecees 70,000 
Be Ge PE abs evccseivecccnenees 35,000 ) 
$825,000 


As the purchases were made at different dates, the first step 
necessary is the ascertainment of the equivalent cost at a common 
date and at two different rates, one below and the other above the 
rate estimated as the approximate rate yielded on the investment. 

Assuming the nominal rate of income to be 7%, or 3.5% fora 
half-year, the equivalent cost at May 1, 1910, is found as follows: 


May 1,1908 Purchase $600,000 bonds for $480,000.00 
Interest for 6 months at 3.5% 16,800.00 

496,800.00 

Less interest received on $600,000 15,000.00 

Nov. 1, 1908 481,800.00 
Interest for 6 months at 3.5% 16,863.00 

498,663.00 


Less interest received on $600,000 15,000.00 
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May 1, 1909 483,663.00 
Purchase $125,000 bonds for 112,500.00 


596,163.00 
Interest for 6 months at 3.5% 20,865.70 


617,028.70 
Less interest received on $725,000 18,125.00 


Nov. 1, 1909 598,903.70 
Interest for 6 months at 3.5% 20,961.62 


619,865.32 
Less interest received on $725,000 18,125.00 


May 1, 1910 601,740.32 
Purchase $100,000 bonds for 90,000.00 


Equivalent cost May 1, 1910 691,740.32 


The next step is the valuation of the bonds as of May 1, 1910, 
at the trial rate of 7% semi-annually. This can best be done by 
the use of Sprague’s Extended Bond Tables. All that is necessary 
is to take off the values for the different years, multiply these by 
the amount of bonds payable for the corresponding year and add 
the several products. There are 15 yearly payments in redemp- 
tion of the bonds and the first payment is made on May 1, 1913, 
or three years after the common date; hence, we take off the 
values for the years 3 to 17, inclusive. The value of the series of 
bonds at the rate of 7%, semi-annually, is as follows: 


Year Value$l bond Payments Value serial bonds 
3 .946714 30,000 28,401.42 
4 .931260 40,000 37,250.40 
5 916834 50,000 45,841.70 
6 903367 50,000 45,168.35 
7 890795 50,000 44,539.75 
8 879059 60,000 52,743.54 
9 868103 60,000 52,086.18 
10 857876 60,000 51,472.56 


107 








Year 
11 
12 
13 
14 
15 
16 
17 
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Value serial bonds 





Value $1 bond Payments 
848329 60,000 
839416 60,000 
831096 60,000 
823330 70,000 
816080 70,000 
809311 70,000 
.802993 35,000 


50,899.74 
50,364.96 
49,865.76 
57,633.10 
57,125.60 
56,651.77 
28,104.76 


Total value May 1, 1910 


$708,149.59 


As the value of the bonds is $708,149.59 and the equivalent 
cost is $691,740.32, the trial rate is too low. 


We will now assume a rate of 712%, or 334% for the half- 
year, and proceed, as before, to find the equivalent cost at May 1, 


1910. 
May 1, 1908 


Nov. 1, 1908 


May 1, 1909 


Purchase $600,000 bonds for 
Interest for 6 months at 3.75% 


Less interest received on $600,000 


Interest for 6 months at 3.75% 


Less interest received on $600,000 


Purchase $125,000 bonds for 


Interest for 6 months at 3.75% 


Less interest received on $725,000 
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$480,000.00 
- 18,000.00 


498,000.00 


15,000.00 


483,000.00 


18,111.50 


501,111.50 


15,000.00 


486,111.50 


112,500.00 


598,611.50 


22,447.94 


621,058.44 


18,125.00 

















Income Rate on Serial Bonds 


Nov. 1, 1909 602,934.44 
Interest for 6 months at 3.75% 22,610.04 

625,544.48 

Less interest received on $725,000 18,125.00 

May 1, 1910 607,419.48 
Purchase $100,000 bonds for 90,000.00 


Equivalent cost at May 1, 1910 $697,419.48 


The value of the bonds at the rate of 714%, semi-annually, is 
as follows: 


Year Value $l bond Payments Value serial bonds 
3 933937 30,000 28,018.11 
4 914965 40,000 36,598.60 
5 897340 50,000 44,867.00 
6 880966 50,000 44,048.30 
7 865755 50,000 43,287.75 
8 851623 60,000 51,097.38 
9 838494 60,000 50,309.64 

10 826297 60,000 49,577.82 
11 814966 60,000 48 897.96 
12 804440 60,000 48,266.40 
13 .794660 60,000 47,679.60 
14 785575 70,000 54,990.25 
15 777134 70,000 54,399.38 
16 .769293 70,000 53,850.51 
17 .762008 35,000 26,676.28 


Total value May 1, 1910 $682,558.98 
In this case, the value of the bonds is found to be less than the 
equivalent cost; therefore, the assumed rate is too high. 


Knowing the value of the bonds and the cost at the assumed 
rates, the actual rate of income can be found, within reasonable 
accuracy, by simple interpolation, thus: 
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i the lower trial rate for % year 

the higher trial rate for %4 year 

the value of the bonds at the “i” rate 
the cost computed to the common date at 
the value of the bonds at “j” rate 

the cost computed to the common date at “j” rate 
the difference between the a 


“t” the true half-yearly rate of income on the investment. 


99 
1 


rate 


ya<cas 


esos 
1 


and rates 


Formula for Income Rate. 
V—C 
(V —C)—(V,— C,) 
V — C= 708150 — 691741, or + 16409 
V.— C,= 682559 — 697421, or — 14862 


=i+D( 





Difference = 31271 _ 
12 
Therefore, t=3.50+ % (—) = 3.6312%, or 7.2624% per 
16409 


annum. The rate obtained by simple proportion will always be 
higher than the true rate by a very small amount. The accuracy 
of the rate obtained by the preceding method depends on the 
closeness of the trial rates. If the assumed rates are 4%: apart, 
the result will be more accurate than when the assumed rates are 
14% apart. Taking the trial rates as 714% and 714%, the rate 
on the investment is found to be 7.2598%,, which is correct to the 
last decimal. 

It is seldom that the date of purchases coincides with dates of 
payment of interest on the bonds. When the last purchase is 
made between coupon dates, the common date for the computa- 
tion of values should be the coupon date immediately following 
the last purchase. For instance, if interest on the bonds is pay- 
able on May 1 and November 1, and the last purchase is made on 
July 16, 1917, the common date for computation of values should 
be November 1, 1917. The date of the first purchase could be 
taken as the common date, but it would not be as convenient. 
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Using the rates 7% and 744%, Mr. Kerzie obtained 7.18 as 
the income rate, which is not as near to the true rate as that 
sobtained by the method given in the present article. He after- 
“Tt is doubtful whether we could arrive at any closer result.” 
wards got a rate of 7.24264% by using 74%: and 714%and said: 
That a closer rate can be arrived at without any additional effort 
is now evident. 
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EDITORIAL 
Accountants and the War 


THE JOURNAL OF AccoUNTANCY has received many inquiries 
from readers as to the part which accountants are playing in the 
war, and also as to the activities which they may be called upon to 
undertake in the future. It is particularly important that some- 
thing should be said on this subject, inasmuch as the daily papers 
have contained various statements of a more or less inaccurate 
nature. 

Naturally it would be unwise to attempt to discuss in detail all 
the work which accountants are doing and will probably do. The 
government is justly reluctant to make known to the public matters 
which have not yet reached finality and upon which there may be 
some uncertainty as to method. There is, however, a great deal 
being done which can with perfect propriety be mentioned. 

Some time before the declaration of war by the United States, 
the American Institute of Accountants had been in correspondence 
with the Naval Consulting Board and, later, with the Council of 
National Defence, and had offered its services to those agencies 
of the government which would be likely to make use of them. 

Conferences were held between a committee of the institute 
and representatives of government bodies, and there was free and 
full discussion of the assistance which accountants could render 
were the country to enter upon a state of war. 

This committee of the institute was constituted a sub-com- 
mittee of the Council of National Defence and later was re-con- 
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stituted a sub-committee of the General Munitions Board, which 
in turn is more or less subsidiary to the Council of National 
Defence. It was felt that the committee should be under the 
direction of the General Munitions Board rather than under the 
council as a whole, inasmuch as the work of the board would 
chiefly concern the acquisition and purchase of all emergency sup- 
plies and it was in this field that accountants would be most 
urgently needed. 

The departments of war and navy were fairly well equipped to 
conduct the purchase of supplies for their own use. The organiza- 
tion of both departments was, and is, efficient, but the buying of 
the thousands of emergency munitions would have been in danger 
of serious muddling without the supervision of a committee of 
men qualified to act somewhat after the manner of a court of 
claims. 

The accountancy sub-committee of the General Munitions 
Board upon its appointment made arrangements that at least two 
members of the committee should be in attendance at all times in 
the offices of the board; and since the inauguration of this plan 
an immense amount of work has passed through the office in 
Washington. 

The committee is under instructions to investigate the pro- 
visions of all contracts for the purchase of supplies of an 
emergency nature and is also called upon to give advice upon the 
hundred-and-one minor matters which arise from day to day. 

As an instance of the way in which the institute, through its 
committee, has rendered aid to the government may be mentioned 
the work which has been done in relation to the construction of 
cantonments. Before any construction work was undertaken, the 
committee was requested to nominate men who would be willing 
to undertake at a nominal compensation the supervision of all 
accounting connected with cantonment construction. 

Prior to this time the president of the institute had sent out 
a request to all members and associates that they signify their 
ability and readiness to undertake government work. Replies 
were received from approximately half the membership, but many 
of them were so restricted that the offers of service were of little 
use for such work as that required in cantonment construction, 
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From the list of those who had offered their unqualified assist- 
ance the committee selected men from different parts of the 
country and sent telegrams asking certain accountants to report 
immediately at Washington. It is a remarkable fact that there 
was immediate response by practically all those to whom the call 
was sent and members from as widely separate points as Portland, 
Oregon, and Jacksonville, Florida, arrived in Washington as soon 
as transportation facilities permitted. 

These men formed themselves into a committee which drew up 
a manual for the use of cantonment auditors and were warmly 
congratulated upon the rapidity and excellence of their work. 
They were appointed divisional auditors and were charged with 
the general supervision of accounting of all cantonments to be 
built for the conscript army. Since their appointment they have 
also been called upon to supervise cantonment construction for the 
national guard. 

The following is a list of the divisional auditors and the canton- 
ments under their direction: 


David E. Boyce, Yaphank, N. Y. and Wrightstown, N. J. 


Robert Douglas Ayer, Mass. 

Wm. P. Hilton, Annapolis Junction, Md. and Peters- 
burg, Va. 

J. Porter Joplin, Rockford, Ill. and Battle Creek, Mich. 

Page Lawrence, Louisville, Ky. and Chillicothe, Ohio. 

Albert G. Moss, Little Rock, Ark. 

Walter Mucklow, Atlanta, Ga. 

Charles Neville, Columbia, S. C. 

Herbert M. Temple, Des Moines, Iowa and Fort Riley, 
Kansas. 


Charles E. Wermuth, Fort Sam Houston, Texas. 

William H. West, Washington, D. C. 

William Whitfield, American Lake, Wash. 

The divisional auditors have employed great numbers of 
accountants and other assistants and with hardly an exception the 
accounting is running smoothly and correctly at all the camps 
which are now being built. 

It is no small labor to systematize and supervise the con- 
struction of a city to accommodate from twenty to forty thousand 
inhabitants in about three months, yet this is the work which the 
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divisional auditors are doing and we venture to affirm that this 
service alone is of sufficient value to make the institute’s assist- 
ance a factor of great benefit to the nation. 


The institute, through its committee, is also seeking to pro- 
vide qualified men for other great activities of the government, but 
these are matters upon which it is not permissible to write in 
detail. There seems to be no doubt that there will be need for the 
services of every accountant who can spare time to come to the 
aid of the country. 


Probably the government will not feel justified in paying 
accountants the same rates as those which prevail in ordinary 
professional work, yet we believe that there should be no attempt 
to obtain service for nothing. Every accountant worthy the name 
is ready to make sacrifices for the sake of the nation, but it must 
be remembered that every man whose services are diverted to 
governmental work depletes the ranks of those who are available 
for the regular professional activities in commerce and industry. 
Every accountant, moreover, is working at high pressure and it 
certainly is not unreasonable to expect that the government which 
pays amply for many of the services which it receives should at 
least pay reasonably for those which it demands of the account- 
ing profession. 

There has been some misunderstanding on this point among 
accountants themselves. It seems to have been believed that 
government employment called for gratuitous service. There 
should be nothing of the kind. The institute’s committee is 
paying its own expenses and working entirely without com- 
pensation ; but with that exception it is only right that the govern- 
ment should pay something, if not adequately, for what it exacts 
and what is quite willingly offered. 

The institute has received many offers of service from account- 
ants who are not members and is glad to receive such offers. 
These are being forwarded to the committee in Washington which 
will make use of them as opportunity arises. Many of the educa- 
tional institutions, at the request of the committee on education of 
the institute, have sent in lists of graduates who should be qualified 
to do accounting work. These lists are filed in Washington and 
are frequently consulted by the government departments. 
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Among those who have tendered their services are many very 
young men who seem to have no particular reason for avoiding 
military duty other than a disinclination for fighting. Some of 
them present no more evidence of accounting ability than a super- 
ficial knowledge of bookkeeping or other clerical work. They pro- 
fess to believe that their experience, of perhaps six months in some 
office, renders them of such peculiar value from an accounting 
point of view that it would be folly for the government to sanction 
their going into the trenches. The institute has no particular 
interest in this class of applicant; but it is anxious to receive offers 
cf service from those who have had real experience and are not as 
well qualified for the battlefield as for accounting. 

The questions which members of the institute were asked to 
answer when tendering their services follow: 


1. How much time can you devote to government service? 

. In what part of the country are you ready to serve? 

3. Are your services offered gratuitously, or, if for compen- 
sation, what is the minimum you will require? 

. Are you available at short notice? 

5. In what class of accounting work have you been chiefly 


engaged? 
6. How many members of your staff would be available? 
Give details of qualifications and availability. 


It is suggested that accountants not members of the institute 
who wish to offer their services should answer these questions and 
send their replies to the office of the institute, 20 Vesey Street, 


New York. 
Another point on which there seems to have been general mis- 
understanding is class exemption. 

It would perhaps be desirable that accountants as a class 
should obtain exemption from military duty, but on the other hand 
the principle of exempting any class is opposed to the best interests 
of the country, and we trust that the government will continue to 
base its exemptions upon the evidence submitted in individual 
cases rather than on any other method. We feel, however, that 
special consideration should be shown to accountants who have 
had long experience in the profession. There is far too small a 
number of them at the best, and now that the abnormal pressure 
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Editorial 


of wartime has been felt the country will likely find itself seriously 
hampered if there be no conservation of the accounting ability 
which exists. 

The example of Great Britain is one which should be observed 
with care and followed so far as may be compatible with avoidance 
of class exemption. At the beginning of the war, British account- 
ants rushed to the colors and the result was an enormous depletion 
in the ranks of the profession, with the further result that it 
became necessary to place accountants in the so-called “certified 
occupations list.” The latest order, dated June 23, 1917, contains 
the following under the heading Miscellaneous Occupations : 

*Age at which reservation begins for— 


ACCOUNTANTS: Single Married 
men men 
Practising professional accountant............ 35 31 
tAccountancy clerk to practising professional 
RORNOINE bi iininricciccasheccanndxedenanes 35 31 


The following notes are taken from the introduction to the 
list : 

1. The government departments concerned have certified, after 
consultation with the army council, that the work of men in the 
occupations named in this list is of national importance, and that, 
subject to the obtaining of individual certificates as provided in the 
regulations and instructions, the classes or bodies of men who are 
employed or engaged in these occupations and who fulfil the condi- 
tions herein specified as to age, marital condition and date of 
entering their present occupation are exempted from the provisions 
of the military service acts, 1916, or from being called up for 
military service if they are voluntarily attested men. 


The list should be strictly observed both by tribunals and by military 
representatives. 


2. A man is not entitled to claim that he is employed or engaged 
in a certified occupation unless that is his principal and usual occu- 
pation. 

A man is to be treated as in a certified occupation if he complies 
with the conditions, whether he is an employed person, or a man 
working on his own account, or an employer. In the case of a man 


* The age to be taken is the man’s age at April 4th, 1916. 

+ A man will not be entitled to be treated as in a certified occupation under this 
reservation unless he has been engaged in the same occupation (not necessarily with 
the same employer) for at least ten years. In the case of men under the age limits 
stated in the list who are not found fit for general service (category A) for garrison 
duty abroad (B1) or (on and after July a3rd) for garrison duty at home (C1), the 
qualifying period will be five years. 
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who is not wholly engaged in one or more certified occupations, 
particular care is necessary to ascertain whether his principal and 
usual occupation is a certified occupation. 

3. The only ground for making these reservations is that the 
men protected are engaged on work of national importance. 

4. The inclusion of an occupation in this list does not auto- 
matically exempt the individual employed in such occupation. It is 
necessary for each man, if he is to be exempted, to be in possession 
of an individual certificate of exemption, for which application 
should be made to the appropriate tribunal. 


The regulations and instructions provide as to individual cer- 


tificates that— 





(a) When exemption is claimed for a man on the ground that 
he is in a certified occupation, he is entitled without further ques- 
tion to a certificate of exemption if the tribunal are satisfied that 
his principal and usual occupation is a certified occupation; except 
that 

(b) A military representative is entitled to contend (which he 
may do at the hearing without prior notice) that, notwithstanding 
that the man is in a certified occupation, it is no longer necessary 
in the national interest that he should continue in civil employ- 
ment. If the military representative raises this contention and 
satisfies the tribunal that it is correct, the tribunal must refuse the 
application. 

6. Men who on November 2, 1915, were unmarried or were 
widowers without any child dependent on them are to be treated as 
single men for the purposes of this list. 


7. Though a man in any of the occupations scheduled herein is 
not of an age or marital condition that entitles him to be treated as 
in a certified occupation, he is nevertheless to be so treated if, 
before his case has been decided by the tribunal, he has been found, 
on examination by a recruiting medical board, not to be fit for 
general service (category A), for garrison duty abroad (category 
B1), or for garrison duty at home (category Cl). 

The provision as to men in category Cl shall not apply to men 
engaged in agriculture, and, as regards men engaged in other 
certified occupations, shall not come into force until July 23rd; that 
is to say, until that date, men under the age limits stated in the list 
who are found fit for garrison duty at home shall continue to be 
entitled to be treated as in a certified occupation. 

It is most important that men applying for certificates of exemp- 
tion should be examined by a recruiting medical board before their 
cases come up for decision by the tribunal. Applicants should give 
early notice to the recruiting officer of their desire to undergo 
medical examination; otherwise it may not be possible to arrange 
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for the medical examination to take place before the case is decided 
by the tribunal, and the tribunal will have no alternative but to 
assume that the applicant is in category A. 

9. All certificates of exemption are liable to review in accordance 
with the regulations and the instructions. 


The United States is going into war with the advantage of the 
experience of all its principal allies and should be able to avoid 
the pitfalls into which so many of them have fallen. Let us hope 
that the government will recognize at this early stage of the war 
the value of accountants and the necessity of taking full advan- 
tage of the splendid efforts which have been made by the profes- 
sion. In many of the activities of war-time accountants can 
perform certain labors better than any other class of men and in 
some particulars they are the only men who are at all qualified to 
do the things which must be done if America and her allies are to 
reach the goal. 
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One or two interesting points are raised in the rulings issued this 
month by the treasury department. They are summarized hereunder: 


I. Income Tax 


T. D. 2499 gives the opinion of the department to the effect that 
“organization expenses’—i. e., expenses incident to and connected with 
the incorporation and organization of a corporation—constitute a capital 
investment and are not “ordinary and necessary expenses of maintenance 
and operation,” which are the only “expenses” authorized by the income 
tax law to be deducted from gross income; and, likewise, that such 
expenses do not constitute a proper item to be added to the cost of any 
physical property to be provided for through the authorized annual allow- 
ance for depreciation. 

While this ruling is noted it may be said in criticism that the department 
is introducing a practice which, according to all theories of good accounting 
and good finance, is unsound and which, fortunately, the public had been 
getting away from in the past few years. The whole tendency of the 
ruling is to raise and continue upon the books as an asset charges which 
in all prudence should be written off, representing as they do expenses 
which make no ultimate addition to the asset value of the corporation. 
If it is thought that these expenses, being considerable, should not be 
written off in any one year, they should at least be liquidated on some 
reasonable amortization basis spread over, at most, five years. 

T. D. 2501 contains the decision of the United States supreme court, 
under the special excise tax on corporations of 1909, in a case in which the 
right of an insurance company to deduct the amount of a reserve, set 
up to meet unpaid losses, in arriving at its net taxable income was the 
point at issue. The law of 1909 allowed insurance companies to deduct, 
in ascertaining their net income, not only all losses actually sustained 
but also “the net addition, if any, required by law to be made within the 
year to reserve funds.” The respondent in this case is a fire and marine 
insurance company of Pennsylvania. The court held that fire insurance 
companies were not required by the law of Pennsylvania to maintain a 
reserve against unpaid losses within the meaning of the act of congress 
and that the words “reserve funds” as used in the act of congress had 
reference to the funds ordinarily held as against the contingent liability on 
outstanding policies. 

T. D. 2506 is the opinion of Justice Hands of the United States district 
court for the southern district of New York, given in the case of Towne 
vs. Eisner, that stock dividends received by a stockholder out of surplus 
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earned prior to March 1, 1913, constitute “gains, profits and income” 
within the meaning of the income tax law of October 3, 1913. By this 
decision the ruling of the treasury department that dividends were taxable 
income to the individual in the year received irrespective of the period in 
which the profits were actually earned by the corporaton is upheld. It 
should be remembered, however, that the decision is not final and that the 
principle enunciated in it may be reversed at any time. As a matter of 
fact a decision was given by a court of similar standing in Pennsylvania 
to the contrary effect a few months ago and the two decisions seem to 
offset each other. In any case the decision can only affect the amount of 
income tax paid in respect of incomes for the years 1913, 1914 and 1915 
because the income tax law of September 8, 1916, specifically states that 
dividends paid out of earnings prior to March 1, 1913, are not to be 
subject to the tax imposed under it. 

T. D. 2507 contains the decision of the United States circuit court of 
appeals in a case brought to recover from a collector certain taxes paid 
to his predecessor in office. The court held that a suit for recovery of 
taxes erroneously or illegally assessed can be brought only against the 
collector who collected the taxes and not against his successor. 


II. Caprrat-Stock Tax 


T. D. 2503 contains instructions issued by the treasury department 
regarding the preparation of the returns due to be filed during July, 1917, 
for the taxable period July 1, 1917, to June 30, 1918. The various 
directions given are of considerable help and indicate a disposition to 
make the preparation of the returns as simple as possible. 

It will be seen that the department has laid down a rule for estimating 
the fair value of capital stock from the earning capacity of the 
corporation based upon the earnings of corporations listed on an exchange. 
The department is inclined to apply the same rule to listed stocks as to 
unlisted stocks, including in the latter category, moreover, concerns of 
limited size whose stocks could never command a wide market and also 
corporations which, for want of a better term, have been described as 
“private corporations,” being corporations where the interests are in few 
hands and the goodwill of whose business may depend largely on 
personal influence. It is impossible to ascertain the true value of stock 
of various corporations, whose conditions are essentially different, by 
one standard rule as is suggested, and one can conceive that many disputes 
will arise before a satisfactory value is fixed. 

T. D. 2509 modifies the basis of ascertaining the apportionment of the 
value of the capital stock of a holding company among its subsidiaries. 
Under a previous ruling the department suggested a method based on net 
profits “derived” by the parent from the subsidiaries, but this has been 
changed to net profits “earned” by the subsidiaries and the parent 
company, which permits a more accurate apportionment to be made. 
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TREASURY RULINGS ON INCOME TAX 


(T. D. 2499, June 11, 1917.) 
Corporation Tax. 


Organization expenses represent the cost of the charter or franchise (a 
permanent asset) of the corporation, and do not constitute an allowable 
deduction from gross income. 


Numerous inquiries have been made of this office with respect to the 
treatment by corporations in their returns of annual net income of what 
are known and commonly designated as “organization expenses”—that is, 
attorneys’ and accountants’ fees, together with fees paid to the state 
authorities prior to, or coincident with, the securing of a charter and the 
incorporation of the company. 

In the absence of a formal and definite ruling on this question, there 
appears to have been some conflict in the holdings and instructions issued 
by this office in regard to this matter. Therefore, in order to make definite 
the position of the bureau and to promote consistency, it is held that 
“organization expenses” constitute a capital investment, such expenses 
being offset by the asset value of the corporate franchise, an intangible 
asset of a somewhat permanent character and in many instances of 
substantial value. Such expenses are very similar in character to the 
discount at which the stock issued by the company is being sold, the only 
effect of such expenses and discounts being to reduce the amount of 
capital available for use and employment in the business of the corporation. 
The discount at which the stock is sold is not a loss sustained within the 
meaning of the law, and therefore not deductible. Likewise “organization 
expenses”—that is to say, expenses incident to and connected with the 
incorporation and organization of the company—are not “ordinary and 
necessary expenses of maintenance and operation,’ which are the only 
“expenses” authorized by the income-tax law to be deducted from gross 
income. 

Hence it is held that “organization expenses” do not constitute an 
allowable deduction from gross income of any taxable year, nor do such 
expenses constitute a proper item to be added to the cost of any physical 
property to be provided for through the authorized annual allowance for 
depreciation. 


(T. D. 2501, June 18, 1917.) 
Special excise tax on corporations—Decision of United States Supreme 
Court. 
1. Reserve AGAINST UNPAID LossEs. 

Fire insurance companies not “required by law” of Pennsylvania to 
hold a reserve against unpaid losses within the meaning of the act of 
congress. 

2. Reserve Funps REQuirep By Law. 

The words “reserve funds,” as used in the act of congress, have 
reference to the funds ordinarily held as against the contingent 
liability on outstanding policies. 

The appended decision of the supreme court is published for the 
information of internal-revenue officers and others concerned. 

SuprREME Court oF THE UNitep States. No. 475. Octoper Term, 1916. 
William McCoach, collector of internal revenue, petitioner, vs. Insurance 
Company of North America. 

On writ of certiorari to the United States circuit court of appeals for the 
third circuit. 


122 














Income Tax Department 


(June 11, 1917.) 


Mr. Justice Prrney delivered the opinion of the court. 

This was an action brought by respondent, a fire and marine insurance 
company of the state of Pennsylvania, to recover a part of the excise 
taxes exacted of it for the years 1910 and 1911 under the act of August 5, 
1909 (chap. 6, sec. 38, 36 Stat., 11, 112). As the case comes here, only two 
items are in dispute, one for each of the years mentioned, representing the 
tax upon amounts added in each of those years to that part of what are 
called its “reserve funds” that is held against accrued but unpaid losses. 


The act imposed upon every insurance company organized under the 
laws of the United States or of any state an annual excise tax with respect 
to the carrying on or doing business equivalent to 1 per cent. upon its 
entire net income over and above $5,000, with exceptions not here 
pertinent. The second paragraph of section 38 provided: 


Such net income shall be ascertained by deducting from the gross 
amount of the income of such * * * insurance company * * * 
(second) all losses actually sustained within the year and not compensated 
by insurance or otherwise, including a reasonable allowance for deprecia- 
tion of property, if any, and in the case of insurance companies the sums 
other than dividends paid within the year on policy and annuity contracts 
and the addition, if any, required by law to be made within the year to 
reserve funds. 

The italics indicate the particular words upon which the controversy 
turns, the question being whether, within the meaning of the act of 
congress, “reserve funds,” with annual or occasional additions, are 
“required by law,” in Pennsylvania, to be maintained by fire and marine 
insurance companies, other than the “unearned premium” or “reinsurance 
reserve,” known to the general law of insurance. 


The district court rendered a judgment in plaintiff’s favor, excluding, 
however, the disputed items (218 Fed., 905). On plaintiff's writ of error 
the circuit court of appeals reversed this judgment, with instructions to 
allow the claim in full (224 Fed., 657), and the case was brought here by 
writ of certiorari. 

Plaintiff was chartered by a special act, but is subject to the state 
insurance law. Its business is confined to fire and marine insurance. 


The law of Pennsylvania (act of June 1, 1911, P. L., 607, 608) creates 
a state insurance commissioner with supervisory control over the 
companies; provides in section 4 that he shall see thar all the laws of the 
commonwealth respecting insurance companies are faithfully executed, 
authorizing him to make examinations, to have access to all the books and 
papers of any company, to examine witnesses relative to its affairs, 
transactions, and condition, to publish the result of his examination when 
he deems it for the interest of the policyholders to do so, and to suspend 
the entire business of any company during its noncompliance with any 
provision of law obligatory upon it, or whenever he shall find that its 
assets are insufficient to justify its continuance in business, and whenever 
he finds any company to be insolvent or fraudulently conducted, or its 
assets insufficient for the carrying on of its business he is to communicate 
the facts to the attorney general. By section 15 every insurance company 
is required to file annual statements with the commissioner, upon blank 
forms to be furnished by him, such as shall seem to him best adapted to 
elicit a true exhibit of their financial condition. Sections 7, 8, and 9, set 
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forth in the footnote,* make specific provisions for ascertaining the reserve 
for different classes of companies other than life insurance companies. 
Another act of the same date (P. L., 1911, p. 599) provides for judicial 
proceedings at the instance of the insurance commissioner looking to the 
dissolution of insolvent and delinquent companies. Its provisions need 
not be quoted. 

A previous act (Apr. 4, 1873, P. L., 20, 22) required a specific 
reinsurance reserve against unexpired risks on fire, marine, and inland 
policies. The act of 1911, just quoted, requires the maintenance of a 
substantially similar reserve; and, with respect to casualty companies and 
these only, that a reserve be maintained against unpaid losses based upon 
the amount of claims presented. The reference in section 9 to “reinsurance 
and loss reserves as above defined” is limited by what precedes it; and the 
section deals not alone with “reserves” but requires “all other debts and 
claims” to be accounted as liabilities. 

It appears that under this legislation, and under previous statutes in 
force since 1873, the insurance commissioner has required plaintiff and 
similar companies to return each year, as an item among their liabilities, 
the net amount of unpaid losses and claims, whether actually adjusted, in 
process of adjustment, or resisted. And, although this practice has not 
been sanctioned by any decision of the supreme court of the state, it is 
relied upon as an administrative interpretation of the law. 


Conceding full effect to this, it still does not answer the question 
whether the amounts required to be held against unpaid losses, in the case 
of fire and marine insurance companies, are held as “reserves” within the 
meaning of the Pennsylvania law or of the act of congress, however they 
may be designated upon the official forms. As already appears, the 
Pennsylvania act specifically requires debts and claims of all kinds to be 
included in the statement of liabilities, and treats them as something 
distinct from reserves. The object is to exercise abundant caution to 
maintain the companies in a secure financial position. 

The act of congress, on the other hand, deals with reserves not 
particularly in their bearing upon the solvency of the company but as they 
aid in determining what part of the gross income ought to be treated as 
net income for purposes of taxation. There is a specific provision for 
deducting “all losses actually sustained within the year and not compensated 





*Sec. 7. In determining the liabilities upon its contracts of insurance of any 
insurance company other than life insurance, and the amount such company should hold 
as a reserve for reinsurance, he shall, for casualty insurance companies, charge one- 
half of the premium on all annual policies written within one year, and on policies 
written for more than one year he shall charge one-half of the current year’s premiums, 
plus the whole of the premiums for subsequent years. For fire insurance companies 
he shall charge fifty per centum of the premiums written in their policies upon all 
unexpired risks that have one year or less than one year to run, and a pro rata of all 
premiums on risks having more than one year to run; on perpetual policies he shall 
charge the deposit received less a surrender charge of not exceeding ten per centum 
thereof. For marine and inland risks he shall charge fifty per centum of the premium 
written in the policy upon yearly risks, and the full amount of the premium written in 
the policy upon all other marine and inland risks not terminated. 

Sec. 8. He shall, in calculating the reserve against unpaid losses of casualty com- 
panies, other than losses under liability policies, set down by careful estimate in each 
case the loss likely to be incurred against every claim presented, or that may be pre- 
sented in pursuance of notice from the insured of the occurrence of an event that 
may result in a loss, and the sum of the items so estimated shall be the total amount 


of the reserve * * *. 


Sec. 9. Having charged as a liability the reinsurance and loss reserves, as above 
defined for insurance companies of this Commonwealth other than life, and adding 
thereto all other debts and claims against the company, the commissioner shall, in 
case he finds the capital of the company impaired twenty per centum, give netice to 
the company to make good the capital within sixty om *- * *, 
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by insurance or otherwise.” And this is a sufficient indication that losses 
in immediate contemplation but not as yet actually sustained were not 
intended to be treated as part of the reserve funds, that term rather 
having reference to the funds ordinarily held as against the contingent 
liability on outstanding policies. 

In our opinion, the reserve against unpaid losses is not “required by 
law” in Pennsylvania within the meaning of the act of congress. 

It results that the judgment of the circuit court of appeals should be 
reversed and that of the district court affirmed. 

Reversed. 

The Chief Justice and Mr. Justice McKenna dissent. 

Mr. Justice McReynolds took no part in the consideration or decision 
of this case. 

(T. D. 2506, June 28, 1917.) 
Income Tax—Decision of court. 
Stock DrtvipEnDs. 
Stock dividends received by a stockholder constitute “gains, profits, 
and income” within the meaning of section 2 of the act of congress of 
October 3, 1913. 
The appended decision of the United States district court for the 
southern district of New York in the case of Henry R. Towne vs. Mark 
Eisner, collector, is published for the information of collectors of internal 
revenue and others concerned. 
Unriten States District Court, SoutHern District or New York. 

Henry R. Towne, plaintif, vs. Mark Eisner, collector of United States 
internal revenue for the third district of the State of New York, 
defendant. 

Avcustus N. Hann, District Judge: This is an action to recover 
income taxes paid upon stock dividends under protest. The directors and 
stockholders of the Yale & Towne Manufacturing Company, having a 
surplus, all of which was earned prior to January 1, 1913, voted on 
December 17, 1913, to transfer $1,500,000 thereof to its capital account and 
to apply the same to the payment of an issue of 15,000 shares of new 
stock of the par value of $100 a share and to distribute this stock pro rata 
among stockholders of record on December 26, 1913. The actual distri- 
bution was made January 2, 1914. The effect of this resolution was to 
increase the capital stock from $3,000,000 to $4,500,000 par. The resolution 
under which the stock dividend was declared also provided for scrip 
redeemable at par for fractional shares. The plaintiff was a holder of 
8.349 shares of stock of the company, and upon distribution of the stock 
dividend received 4,174%4 more. A tax of $20,208.94 was assessed upon his 
stock dividend, which he paid under protest and now sues to recover. 

The act of October 3, 1913, provides (sec. B): 

* * * The net income of a taxable person shall include gains, profits, 
and income derived from * * * interest, rent, dividends, securities, or 
the transaction of any lawful business carried on for gain or profit, or 
gains or profits, and income derived from any source whatever. 

The ruling the treasury department (T. D., 2274), issued December 22, 
1915, provides: 

Stock dividends paid from the net earnings or the established surnlus 
or undivided profits of corporations * * * are held to be the equivalent 
of cash and to constitute taxable income under the same conditions as 
cash dividends. 

Gains and profits from business can only be taxed under the present 
income-tax act by virtue of ownership of the property from which they are 
derived. They are not like excise taxes based upon the earnings of a 
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business corporate or otherwise. They are direct taxes under the decision 
of the supreme court in Pollock vs. Farmers’ Loan & Trust Co. (158 
U. S., 601), and would have to be apportioned but for the recent enactment 
of the sixteenth amendment to the constitution. This amendment provides 
that— 

The congress shall have power to lay and collect taxes on incomes from 
whatever source derived without apportionment among the several states, 
and without regard to any census or enumeration. 

Now it is manifest that the stock dividend in question can not be 
reached by the income-tax act, and could not even though congress 
expressly declared it to be taxable as income unless it is in fact income. 
It is likewise true that the word must be presumed to have been used in the 
constitutional amendment and in the act in the sense in which the supreme 
court had theretofore defined it if a judicial definition had been clearly 
given. Kepner vs. United States (195 U. S., at p. 124), Latimer vs. United 
States (223 U. S., at p. 504), United States vs. Baruch (223 U. S., 191). 

I can not, however, accede to the contention of the plaintiff that stock 
dividends had received such a clear definition in the case of Gibbons vs. 
Mahon (136 U. S., 549). That like most, if not all, of the cases where 
the question has arisen involved the consideration whether stock dividends 
are principal or income in a litigation between a life tenant and remainder 
man. The stock dividend was there principally based upon surplus earned 
prior to the creation of the trust which received it and the question 
involved was not whether or not the dividend was income, but whether it 
belonged to life tenant or remainder man. The Massachusetts courts 
with a numerically small following have adopted the English rule and held 
all stock dividends to belong to the corpus of the trust fund as between 
life tenant and remainder man, while New York, New Jersey, New 
Hampshire, Pennsylvania, Maryland, Wisconsin, and other states of the 
union have adopted rules of apportionment. In the Matter of Osborne 
(209 N. Y., 450), the New York court of appeals held that extra- 
ordinary dividends representing accumulated profits, whether distrib- 
utable in cash or in the form of stock, are to be apportioned between the 
corpus of the trust and the income, in the proportion in which the surplus 
a distributed has been earned before or after the creation of the trust 
und. 

These varying rules laid down for the guidance of trustees have been 
to a considerable extent rules of convenient administration. The English 
and Massachusetts law, which the supreme court adopted in Gibbons vs. 
Mahon, supra, has the advantage of avoiding the difficulty and expense of 
investigating the facts upon which any apportionment must be based. 

After the decision of Lowry vs. Farmers’ Loan & Trust Co. (172 N. Y., 
137), it was thought by many New York trustees that extraordinary 
dividends, whether of cash or stock, if derived from an accumulation of 
corporate profits and thus appearing in the corporate resolutions, were 
distributable to the life tenant, irrespective of when they were earned. 
New York trustees began to rely upon this decision as laying down a 
definite, even if a rather unjust rule, when a series of cases of which the 
Matter of Osborne, supra, was the culmination practically, though not in 
terms, overruled Lowry vs. Farmers’ Loan & Trust Co. and established 
the method of apportionment I have mentioned. 

The cases relating to distribution of extraordinary dividends by trustees 
are particularly designed to keep the corpus intact under all circumstances 
and to furnish trustees with definite rules of conduct. A court may well 
hold that extraordinary dividends are always capital because it thinks that 
so much trouble and expense is avoided that this consideration outweighs 
occasional injustice to the life tenant. The supreme court laid stress upon 
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this consideration in Gibbons vs. Mahon, supra, and Mr. Justice Gray 
remarked that the method of apportionment could not “without producing 
great embarrassment and inconvenience be left open to be tried and 
determined by the courts * * * and by a distinct and separate 
investigation * * * of the affairs and accounts of the corporation.’ 

I confess that if strict justice between life tenant and remainder man 
is to be attained I can imagine no other method than that of apportionment 
possible. The criterion adopted in these cases between life tenant and 
remainder man does not necessarily depend on whether the extraordinary 
dividend is in general income or not, but upon the person to whom it 
should belong in view of the date of the creation of the trust. For this 
reason I can not regard the decision in Gibbons vs. Mahon as determining 
the present issues, or the language of the court there as being at most 
anything more than a dictum in respect to the matters here involved. 

I can give little weight to the argument that the issue of the stock 
dividend did not affect the market value of the plaintiff’s aggregate 
holdings, and that the distribution of 50-per cent. more stock to the 
stockholders lessened the market price of their original stock 331/3 per 
cent. This would be true in case of any cash dividend extraordinary or 
even ordinary. The cash distributed, plus the market value of the stock 
after the dividend was paid, would ordinarily be equivalent in value to the 
stock before the dividend. But the objection seems impressive that the 
transaction in nowise affected what the stockholder already had except to 
give him additional pieces of paper evidencing his ownership. He does, 
however, have something different before and after receiving the additional 
stock. What was before a mere chance that he might receive his share 
of the surplus in cash dividends and a vague right to secure them if the 
directors withheld them in a way and to an extent that indicated bad faith 
is now converted into a permanent interest in the capitalized surplus. He 
has lost the chance of cash dividends and gained an interest in the 
corporate enterprise that can not be taken away. This interest is derived 
from earnings and may be really of much greater advantage to the stock- 
holder than the possibility or right which he has lost. It becomes capital 
of the corporation, but in his hands it is income and in many respects 
resembles the common extraordinary cash dividend accompanied by a 
right to subscribe for additional stock at par to an amount equivalent to the 
dividend in cash. To say that this distribution is not income because he 
received no cash, and the intermediate step is not taken, is, to my mind, 
quite to disregard the real nature of the transaction. As Lord Eldon said 
in Paris vs. Paris (10 Vesey, jr., p. 185), when discussing the converse of 
this case: 

As to the distinction between stock and money, that i is too thin; and if 
the law is that this extraordinary profit if given in the shape of stock 
shall be considered capital it must be capital if given as money. 


See Will of Pabst (146 Wisc., 330). 

The contention of plaintiff that corporate dividends are exempt not only 
from the normal but from the supertax is answered by the requirement in 
paragraph A, subdivision 2, that for the supertax there shall be a return of 
“total net income from all sources, corporate or otherwise.” While I think 
the stock dividend is a dividend, it is taxable irrespective of whether it 
technically comes within the meaning of the word, because it represents 
“gains, profits, and income,” and thus comes within the language of the act. 

I can see no distinction in theory between the present case and that of 
Edwards vs. Keith (231 Fed., 111), where the circuit court of appeals for 
this circuit held that commissions of an insurance broker earned before 
the income-tax act was passed, but received after, were subject to the act, 
or the recent case of Southern Pacific Co. vs. Lowe (238 Fed., 847). 


127 











The Journal of Accountancy 


It is not important whether in any given case the present stock dividend 
would belong to the life tenant or remainder man of a trust. In either 
event within the meaning of the income-tax law it must be regarded as 
income whether it be added to the corpus of the trust or paid to the 
beneficiary. 

The circuit court of appeals for the eighth circuit in the case of Lynch 
vs. Turrish (236 Fed., 653), and Lynch vs. Hornby (236 Fed., 661), use 
language inconsistent with the conclusion I have reached in discussing 
extraordinary cash dividends paid from moneys received by a corporation 
prior to the time the income-tax act went into effect. These dividends, 
however, where not derived from corporate earnings, but from appreciation 
of capital which had been converted into cash. They were, therefore, 
in no sense income and were not subject to a tax, as the supreme court had 
already held in the case of Gray vs. Darlington (15 Wall., 65) in construing 
the old income-tax act passed during the civil war. 

The recent case of Brushaber vs. Union Pacific Railroad (240 U. S., 1), 
held, following Stockdale vs. Insurance Companies (20 Wall., 323), that 
the income-tax act under consideration could not be assailed because of 
its retroactive character and that congress could impose a tax upon income 
even when received during a portion of the year prior to the passage of the 
act. 
The stock dividend in question, or an equivalent cash dividend, would 
not belong to the stockholder until declared by the board of directors, so 
that it was in no proper sense income of the stockholder until that time. 

If deferred payments for commissions which were earned prior to the 
date of the act, but not payable until after it went into effect, were taxable 
as income when received under the rule laid down in Edwards vs. Keith, 
supra, a fortiori is a dividend taxable as income when received, even 
though paid out of a surplus accumulated prior to the passage of the act, 
since at no time is there any legal right to the dividend vested in the stock- 
holder until it has actually been declared. Such was the interpretation 
passed upon the Wisconsin income-tax act by the supreme court of that 
state in the case of Van Dyke vs. City of Milwaukee (159 Wis., 460). 
There a dividend paid after the act went into effect out of surplus earned 
prior to that time was held taxable. 

The whole matter turns on the new rights which the stockholder gets 
by the declaration of the stock dividend. The market value of the totality 
of his holdings may for the time remain the same as before. But, as the 
New York court of appeals in the case of Williams vs. Western Union 
(93 N. Y., 162) said, when speaking of the surplus of the Western Union 
before the declaration of a stock dividend— 

* * * * it was not beyond the reach of the dividend-making power of 
the directors. 

But, after the dividend was declared— 
so far as the solvency and responsibility of a corporation is concerned, 
they are increased * * * where it has a surplus of property to correspond 
to the amount of shares issued. In such case the surplus property is 
secured and impounded for the benefit of the creditors of the corporation 
and for the public, so that thereafter it can never be legally divided, 
withdrawn, or dissipated in any way. 

The new stock purchased and paid for out of earnings which have been 
added permanently to capital is as truly income of the stockholder as the 
cash from which it was derived was income of the corporation. This cash 
has, by the action of the directors, become capital of the corporation, but 
in its place the stockholder has received new shares representing a 
permanent interest in the company not subject to abatement by dividend 
distributions which have a value capable of realization in cash. His rights 


128 











Income Tax Department 


are different from those he had before the dividend was declared, and the 
shares of stock evidencing the new appropriation of the earnings and 
creating the new rights are income. 

It may be said that in Edwards vs. Keith, supra, moneys representing 
income had not yet come in, whereas in the case at bar they were in the 
hands of the corporation. Such a distinction, however, treats the stock- 
holder as though he were entitled to a dividend if the money were in the 
treasury of the corporation. That such is not the correct rule is a 
principle permeating the whole law of corporations. To go counter to it 
here would be to require investigations in every case as to when the 
property out of which dividends are paid accrued to the corporation itself. 
Indeed, the very year the income-tax act was passed it probably was true 
that a good many of the corporations which were paying their regular 
dividends were not earning them but were paying them out of passed 
earnings. Can it be supposed for a moment that congress intended to 
require no income tax of the citizen because the regular dividend he 
received would not have been received at all if it had depended upon the 
earnings of the corporation during that year? The real stumbling block 
which affects everyone, and I confess has affected me, is the taxation of 
very large accumulations of earnings distributed by corporations after the 
passage of the act. Certainly a mere matter of size can make no difference 
in determining whether the property taxed is income or not. The doubt 
I have felt in reaching my conclusion has not been due to the nature of 
stock dividends but to the difficulty which Judge Sanborn found in Lynch 
vs. Turrish, supra, in determining whether congress intended to tax 
earnings at all which had accrued in the hands of the corporation prior to 
the passage of the act but were distributed later—in other words, in 
determining whether practically to ignore the corporate form and treat 
earnings whenever distributed as though declared in law at the time they 
were earned, 


The federal income-tax act passed October 8, 1916, provided that a 
cash or stock dividend payable out of earnings since March 1, 1913, shali 
be considered income, has no bearing upon this case. It may be argued 
that it was a limitation or an extension of the income taxable by the act 
under consideration, but in neither event can it be held to define the income 
which was theretofore taxable. 

T can have no doubt that the act of congress taxing the dividends in 
question is constitutional, for they possess the real essentials of income. 
The action of the officials in assessing and collecting the tax was authorized. 
The plaintiff has established no claim to a repayment of it, and the 
demurrer to his complaint is sustained. 


Dated June 15, 1917. 
INTERNAL REVENUE 


(T. D. 2507, July 2, 1917.) 
Corporation taxes—Decision of court. 


Suit ror TAXES. 


A suit for recovery of taxes erroneously or illegally assessed can be 
brought against the collector only who collected the taxes, and not against 
his successor. 

The appended decision of the United States circuit court of appeals 
for the third circuit in the case of Philadelphia, Harrisburg & Pittsburgh 
Railroad Co. to use, etc., vs. Ephraim Lederer, collector of internal revenue, 
is published for the information of internal-revenue officers and others 
concerned. 
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Unitep States Circuit Court or APPEALS FOR THE THIRD CIRCUIT 


Philadelphia, Harrisburg & Pittsburgh Railroad Co. to use, etc., vs. 
Ephraim Lederer, collector. 


Error to the district court of the United States for the Eastern District of 
Pennsylvania. 


Before Burrincton, McPuerson, and Wootey, Circuit Judges. 


The satisfactory opinion of Judge Thompson (239 Fed., 184) relieves 
us from discussing nearly all the questions raised by this writ of error. 
We concede the force of the company’s argument that in substance, and 
especially in practical effect, suits such as this are against the collector as an 
official rather than as an individual—his personal liability is rarely if ever 
enforced—and it may be that congress might with safety and propriety 
extend the existing law to cover the situation now presented. But until 
change be actually made we are bound by the law as it stands, and we see 
no reason to doubt that the statutes and decisions now in force prevent 
the company from recovering in this action for the taxes collected by 
William McCoach, the defendant’s predecessor in office. No suit to recover 
them had been brought against McCoach, and for this reason the act of 
1899 does not apply. 


We need hardly say that without statutory permission no suit to recover 
a federal tax can be maintained. Moreover the statutes on this subject 
must be strictly obeyed; they lay down the conditions and limitations under 
which the sovereign consents to be sued, and this consent should not be 
enlarged by construction. We turn for a few moments to the act of 1899, 
since this seems to be the company’s principal reliance. Some additional 
facts should first be stated in order to make the position clear. The 
company paid the tax for 1909 in June, 1910, the tax in 1910 in June, 1911, 
and the tax for 1911 in June, 1912. These taxes were paid under protest to 
McCoach, who remained in office until October 7, 1913. During his term, 
namely, in June, 1912, January, 1913, and May, 1913, respectively, the com- 
pany claimed the refund of these three taxes; and in June, 1913, it also 
presented a petition to abate the tax of 1912 apparently on the ground that 
penalties had been incurred in addition to the tax, although we do not 
precisely know what abatement was asked for. The claim for the refund 
of the tax for 1909 was rejected by the Commissioner of internal Revenue 
on July 15, 1912, but apparently the subsequent claims for refund of the 
taxes of 1910 and 1911 and also the petition for abatement in connection 
with the tax for 1912 were not disposed of until February, 1914. 


On October 22, 1913, after McCoach had retired from office, the 
company filed a supplemental affidavit with the commissioner in support 
of its petition to abate the tax of 1912, and on the same dav asked him to 
reopen and reconsider his refusal to refund the tax of 1909. On October 
27, 1913, this request to reopen was granted, and at the same time the 
commissioner asked for additional information and affidavits in reference 
to the claims for the refund of the taxes for 1909, 1910, and 1911, and also 
in reference to the petition to abate the tax of 1912. Accordingly, an 
affidavit was furnished on January 14, 1914. In February, 1914, the 
petition for abatement was refused, and apparently at the same time the 
claims for the refund of the taxes for 1909, 1910, and 1911 were also 
refused, for on February 13, 1914, Lederer notified the company that these 
claims, and also the petition for abatement, had been examined and 
rejected by the commissioner. In March, 1914, a claim to refund the tax 
for 1912 was presented, and was refused soon afterwards. The present 
suit was brought on June 29, 1914, and sought to recover from Lederer the 
taxes for the four years. 
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From these facts it seems clear to us that the act of 1889 does not apply. 
The act is as follows: 

No suit, action, or other proceeding, lawfully commenced by or against 
the head of any department or bureau or other officer of the United States 
in his official capacity, or in relation to the discharge of his official duties, 
shall abate by reason of his death, or the expiration of his term of office, 
or his retirement or resignation, or removal from office; but, in such event 
the court, on motion or supplemental petition filed, at any time within 
twelve months thereafter, showing a necessity for the survival thereof, 
to obtain a settlement of the questions involved, may allow the same to be 
maintained by or against his successor in office, and the court may make 
such order as shall be equitable for the payment of costs. 

The only “suit, action, or other proceeding” that could have been begun 
against McCoach while he was in office would have been a suit for the 
taxes of 1909 and 1910, but no such suit was brought, and it can not be 
successfully contended that a mere claim for refund, which is a matter 
wholly for the commissioner, is a suit proceeding against the collector. 
The basis of an action against the collector is his receipt of the tax, and if 
he has not received it we do not see how he can be called on to pay it back. 
And the fact that Lederer was the channel by which the commissioner 
transmitted the refusal to refund did not impose liability. Lederer was 
liable, if at all for the tax of 1912, for this had come into his own hands, 
but no statute made him liable for the money that was collected by his 
predecessor but had never been sued for. 

For these reasons, and for those to be found in Judge Thompson’s 
opinion, the judgment is affirmed. 


II. TREASURY RULINGS ON CAPITAL-STOCK TAX 
(T. D. 2503, June 25, 1917.) 
Capital-stock tax. 


Instructions regarding the preparation of returns of capital-stock tax, 

forms 707 and 708, for the taxable period July 1, 1917, to June 30, 1918. 

Form 707.—ReturnN For SpeciAL Excise Tax ON CORPORATIONS 
ORGANIZED IN THE UniTeD States. The blank return of capital-stock tax, 
Form 707, for the taxable period July 1, 1917, to June 30, 1918, which is 
required to be filed on or before July 31, 1917, has been revised, and the 
following suggestions are made for the information of corporations in 
making up this return: 

(1) The tax is computed on the fair value of the stock of the 
corporation for the preceding taxable year, which is the fiscal year July 1, 
1916, to June 30, 1917, as stated at the head of the return. 

(2) If a corporation has increased or decreased its capital stock during 
the fiscal year, a statement should be attached to the back of the return 
setting forth the number of shares of stock outstanding each month, with 
the average fair value of the stock for that month, computed under one 
of the three cases. 

(3) The form requires under items four, five, and six the figures shown 
on the books of the corporation on June 30, 1917; but if the corporation 
prefers, it may state the figures shown on the books at the close of the 
last fiscal year—such as December 31, 1916. 

(4) If the stock of the corporation is listed on an exchange or is dealt 
in on the New York Curb, the fair value should be computed under case I 
from the highest price bid on the last day of each month, or the last day 
of the month on which a bid was made. A corporation, if it prefers, may 
average the fair value throughout the entire fiscal year by showing, on a 
statement attached to the back of the return, the highest price bid for t+ 
stock on each day throughout the year. 
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(5) If the stock is not listed on an exchange or the New York Curb, the 
fair value may be computed from actual sales made during the preceding 
fiscal year, under case II. If, however, there are not sufficient sales of 
stock listed under case II to establish a basis for establishing the fair value 
of the total capital stock, the corporation will be required to fill out 
case III. 

(6) If the stock is not listed on an exchange, and no sales have been 
made to the knowledge of the officers signing the return, the corporation 
should set forth under Case III the amount of net profits earned during 
the preceding five years, as shown by the returns of net income for that 
period, together with the average number of shares outstanding each year, 
and compute the percentage of profits per share earned each year. The 
average percentage of profits over the five-year period indicate the earning 
capacity. The fair value of the stock may then be estimated from the 
earning capacity of the corporation. It has been found upon examination 
of the returns of net income of a large number of different classes of 
corporations listed on an exchange that they earn, approximately, the 
following rates in order to make their stock worth par: 


Banking Per cent. 
Seen weet OE Ge Bilasiasiess FiWGF.... «20 occ cecccccsccccccesesese 8 
Seabes net OF he DEMSSINSINE TIVES... oo. occ ccccccccccccccsccccccsece 6 

ct. dUbEeseedndebsh Peaesanwkasoscdbegade cagecedéuedescebes 10 

EE RATER ppc RES SO = IS SEA SW FOE De eae ot a are nee 10 

i ie eek thd gh otabebsed pak nhes 6stabcssdabebsddae 10 

i eo inns cet dcanhndtenad seiba sade thesdeuseabe 15 

nba ercndannsbesacdinebiees anced gaeesahonaess 10 

Public utilities : 

i keel ts ele de nee herndeeenesonennees 
Cee Re SN OWE GUUINOMIER. occ cccccccsccccccceesccsacens 8 
ss eee heise chee desedbacceenadanaye 


(7) Corporations that have no regular earnings, such as companies 
organized for the purpose of developing and selling timberland, mining 
property, and other real property, and corporations that have earned no 
profits in the past five years, or have only been engaged in business one or 
two years, can not very well estimate the value of the stock from their 
earning capacity. They are permitted, therefore, to file a detailed 
statement, attached to the back of the return, showing their assets and 
liabilities outstanding on June 30, 1917, or at the end of their last fiscal 
year, and may estimate the fair value of the stock from the book value. 


(8) Holding companies and subsidiary corporations are both required 
to file returns and pay the capital-stock tax, and no deductions are allowed 
on the return of the holding corporation for the tax paid by a subsidiary. 


(9) Subsidiary companies may compute the fair value of their capital 
stock, in accordance with the method prescribed in T. D. 2,493, by 
apportionment of the fair value of the total capital stock of the parent 
company among the various subsidiaries in proportion to the earnings. 

(10) The 50 per cent. penalty for delinquency in filing returns, as well 
as the specific penalty imposed by Section 408 of the Act of September 8, 
1916, on corporations for carrying on business without payment of special 
tax, will be strictly enforced against corporations that fail to file returns 
of capital-stock tax within the time prescribed by law or by the collector. 

(11) Domestic insurance companies are not permitted to deduct reserves 
and deposits maintained or held in the United States for the protection of, 
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or payment to, or apportionment among, policy holders, as such reserves 
and deposits are reflected in the fair value of the stock as computed under 
cases I, II, and III. 

Form 708.—REeEtTURN FoR SPECIAL Excise Tax ON CAPITAL INVESTED IN 
THE UNiTeED States BY ForeIGN CorporaTions. (12) After careful consid- 
eration, it has been decided that the amount of capital invested in the 
transaction of business in the United States by foreign insurance companies 
is the amount of “surplus to policy holders,” as shown by the convention 
form of report to state insurance departments. Foreign insurance 
companies are permitted to state the amount of surplus to policy holders, 
as shown by the report for the last fiscal year ended December 31, 1916. 
The only deduction allowed is the amount of deposits actually required 
by states in which the company is transacting business. 


(T. D. 2509, July 7, 1917.) 
Capital-stock tax. 


T. D. 2493 of May 22, 1917, modified with respect to basis of apportionment 
of total capital stock of parent corporation among subsidiary companies. 


Referring to your personal call at this office on July 6 and to your 
letter of June 27, 1917, regarding the method outlined in T. D. 2493 of 
computing the fair value of capital stock of subsidiary companies by 
apportionment of the fair value of the total capital stock of the parent 
company, you are advised that this office approves of your suggestion that 
the basis of apportionment be changed from the amount of “net profits 
derived by the parent company from each subsidiary during the preceding 
year” to the total amount of net profits earned by the subsidiaries, plus 
the amount of net profits earned by the parent company, from actual 
operations and investments or holdings of stock in other companies. 

In this way a subsidiary company that earned a large profit during the 
preceding year and returned nothing to the parent corporation, but applied 
it all to the surplus account, would be given a value, whereas under the 
method outlined in T. D. 2493 such a subsidiary would have no value for 
the purpose of taxation under this act. 
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Epitep By SEYMoUR WALTON, C.P.A. 
PARTNERSHIPS 


In an individual proprietorship, the one person who owns the business 
can carry it on entirely according to his own ideas. He does not have to 
consult anyone in regard to any step which he may desire to take; there 
is no question as to the disposition of the profits, nor as to the amount of 
capital contributed, nor of the value of the personal services rendered by 
the proprietor in addition to the capital he has paid in. 

In a partnership, many complications arise. Unless it is agreed that 
one partner shall be solely entrusted with the management of the business, 
or that each partner shall undertake the management of some specified de- 
partment, it is necessary that there shall be consultations with regard to 
all important transactions. If the capital contributions of the partners are 
in a different ratio from the profit sharing ratio, the question of receiving 
interest on capital will arise, and there will be a similar question in regard 
to charging interest on the sums withdrawn by each partner from time to 
time. The relative value of each partner to the business, owing to the greater 
or less time devoted to it, or to the greater or less efficiency of the per- 
sonal services, may be recognized by allowing each one a larger or smaller 
proportion of the profits than would be the case if the division of profits 
were based only on the capital contributed. It may be that the recogni- 
tion of especially valuable services may take the form of a salary paid to 
a partner in addition to his agreed share of the profits. 


Articles of Partnership. Owing to these complications, all partner- 
ships should be founded on articles of partnership, sometimes called 
partnership agreements or deeds of partnership, and these should be very 
carefully drawn, as there are few situations more prolific of misunder- 
standings than those arising from disputes between partners as to the 
construction of their contracts. In this country they are usually written 
by attorneys whose frequent lack of knowledge of accounting principles 
is liable to lead to confusion and misunderstanding, when practical men 
attempt to carry out their provisions. However versatile the lawyer may 
be, it is impossible for him to have a thorough knowledge of all the 
intricacies of business affairs, unless he is also a trained accountant, as he 
sometimes is. Usually, however, if he knows anything about accounts at 
all he is only a fairly good bookkeeper. He is not expected to be even 
that. The result is that when he undertakes to draw up contracts dealing 
with accounts, he is liable to say something that he does not really mean, 
and to work an injustice perhaps to his own client. 

For instance, in this matter of partnership agreements, where the 
division of profit is to be equal, while the capital of one partner may be 
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in excess of that of the other, he may provide that interest on the excess 
must be credited at 6% to the account of the one and charged to the 
account of the other. Accountants are trying to show the lawyers that 
in such matters they would do well to submit their drafts of the agree- 
ments to competent accountants, who might save them from embarrassing 
mistakes, 

Usual Provisions of Articles. The articles of partnership shouid 
designate the date of the commencement of the partnership, the names of 
the several partners, the firm name under which they expect to do busi- 
ness, the place of business, the character of the business to be carried on, the 
duration of the partnership and the conditions under which it can be dissolvea 
before the expiration of the term, other than by the death, bankruptcy or 
insanity of one of the partners, any one of which automatically dissolves it, 
unless the contingency is expressly provided against in the articles. The 
amount of capital which each is to contribute should be stated and the 
interest, if any, that is to be allowed on each one’s capital. The rate at which 
the profits and losses are to be divided should be determined, whether evenly, 
without regard to capital, or in proportion to the actual capital originally 
invested or since accumulated by each, or in some other ratio, based upon 
the greater or less value of each to the business. If the division is on the 
basis of actual capital to the credit of each, it is manifest that there is no 
reason for allowing interest on the capital, as the result would be the same, 
since each one would be charged through the profit and loss account, with 
the interest in the same proportion as the amount of interest allowed him. 
lf the average capital to the credit of each during the year is to be used 
as the basis of the division of profits, it should be so stated, and in this 
connection the sums drawn out by each would be important. If an agreed 
amount is drawn weekly or monthly by each, it should be authorized by 
the articles as a drawing account, and provision should be made to keep 
this distinct from the capital account. If one of the partners takes an 
active part in the business while the others do not, provision may be made 
for paying him a salary. If the drawing accounts are not in proportion 
to the capital or the rate of profit sharing, it may be provided that interest 
may be charged on them. The articles should provide some means to pre- 
vent any partner from crippling the business by drawing out any part 
cf his capital without the consent of the others. 

Provision should be made for the preparation of a periodical balance- 
sheet, which each partner should sign after he has been given the oppor- 
tunity to verify it. Arbitrators should be named in the articles, to whom 
are to be referred any disputes between the partners, and their judgment 
should be made final. If there is a goodwill in the business, a basis of 
valuation should be agreed on in case of the death or peaceable retire- 
ment of any partner; and this should also include a provision for con- 
tinuing the business under the old firm name or forbidding it, as may be 


decided. 
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Auditor's Duty as to Articles. In opening the books or in auditing 
the accounts of a partnership, the accountant should acquaint himself with 
the provisions of the articles of partnership, in order to provide for the 
proper accounts or to see that the articles have been lived up to. He 
should inquire into the way the contributions to the partnership capital 
have been made and, if they have been made in any assets other than cash, 
he should ascertain whether all the partners agreed to the value placed 
upon them. If there is any original default on the part of one or more 
partners in the amount contributed, or if the agreed share of any has been 
depleted and there is no provision in the articles covering such a con- 
tingency, he should ascertain from the other partners whether they have 
agreed to it, or whether the partner in default should be called upon to 
replace the deficit or be penalized by being made to pay interest upon it. 
}f on the other hand any partner has to his credit more than the required 
amount, he is entitled to have the excess credited to a special account as a 
loan on which interest should be paid, but only with the consent of the 
other partners, the alternative being that he could draw out the excess. 


The auditor must also study the partnership articles to ascertain 
whether interest is to be credited on all the capitals, or charged on with- 
drawals; whether any of the partners are to be allowed a salary; and to 
determine the basis on which it is agreed that profits and losses are to 
be divided. Without a clear knowledge of the articles, he will not be able 
to tell whether the accounts are correctly kept with regard to these points, 
or any others which may affect the relations of the partners to each other. 
If he is the regular auditor of the firm, it would be well for him to have 
in his confidential files a digest of the articles to which he could refer 
without the necessity of examining the original document again. 


Division of Profits. If nothing is said in the articles about the propor- 
tion in which profits are to be divided, or if there are no articles, the law 
presumes that each partner shall receive an equal share, without regard to 
the amount at the credit of his capital account. There are several methods 
of division that may be provided for in the articles: 


(a) On the basis of the capitals at the beginning of the year; 

(b) On the basis of the capitals and of the time that they were left 
in the business; 

(c) On any agreed basis provided for in the articles of partnership; 

(d) On the basis of interest on capital for an agreed percent, then 
on an equal basis; 

{e) On the basis of salaries to all the partners, then on an agreed 
basis. 

(a) When profits are divided on the basis of the partners’ capitals as 
they stood at the beginning of the year, it must be part of the agreement 
that no capital shall be withdrawn during the year. This does not mean that 
no money is to be drawn out by any or all of the partners, but that all 
such money taken out shall be charged to drawings accounts, as being 
withdrawals of accumulating profits and not of capital. The distinction 
between the capital account and the drawing account of a partner must be 
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observed, even if one partner draws more than the amount agreed upon. It 
cannot be considered that, since he is entitled to only a certain amount as 
drawings, any excess beyond that, not being authorized drawings, must be 
capital. The action will affect the capital for the next year, because there 
will be less undrawn profit left to be added to determine the new capital 
of the offending partner. Even if the excess is so great that more money 
is drawn out than the profit of the partner amounts to, thereby actually 
reducing his capital in the end, it can have no effect on his capital for 
the current year as far as its use as a basis for profit sharing is con- 
cerned. All the partners are supposed to know what is being done, and 
therefore to have knowledge of the excess drawings of one of them. If 
they do not take steps to stop the excessive drawings, they cannot penalize 
the partner who is guilty of them. If they agree to allow the excessive 
drawings to continue, provided they are to be charged against the partner’s 
capital, it amounts to an amendment of the partnership articles, and takes 
the case out of this classification. 

(b) When the profits are divided on the basis of the time that the 
capital of each one remains in the business, it is necessary to average the 
capitals of each partner for the year. This may be done by multiplying 
the balances of each one’s capital account by the number of months or 
days it remained uncharged. The sum of the products will be the capital 
for one month or one day, according to which unit of time is used. The 
proportion between this sum for each partner and the total of all the 
partner’s amounts will determine the division of the profits. The same 
result will be found by multiplying all the credits, including the original 
balance, by the time between their dates and the end of the year, and 
from the sum of the products deducting the sum of the products of the 
withdrawals by the time from their dates to the end of the year. In finding 
these proportions, it is usually shorter and more accurate to use the figures 
thus found as common or “vulgar” fractions than to attempt to reduce 
them to the average capitals for the year or to ascertain the percentages 
of each. 

An example will show both methods. Suppose A and B are partners 
and have contributed and withdrawn capital as follows: 


A. B. 
January 1, Paid in $6,000 January 1, Paid in $4,000 
March x - = 2,000 February 1, “ “ 1,000 
April 1, Withdrew 3,000 May 1, Withdrew 2,000 
June 1, Paid in 4,000 August 1, Paid in 3,000 
October 1, Withdrew 2,000 December 1, Withdrew 1,000 
November 1, Paid in 1,000 
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By the first, or balance, method, A’s capital would show 
$6,000 left in 2 months equals $12,000 for one month 


8,000 “ “ 1 month “ = | ar " 
5,000 “ “ 2months “ 10,000 “ “ a 
— se? | 7 Boo °* * ™ 
7,000 “ “ 1 month “ —* * - 
8,000 “ “ 2months “ 16,000 “ “ 5 

Total of 89,000 “ “ - 


B’s capital would show 
$4,000 left in 1 month equals $4,000 for one month 


5,000 “ “ 3months “ 15,000 “ “ = 
3,000 “ “ 3 “ “ 9,000 “ iii oe 
6,000 “ ““ 4 4“ “ 24,000 “ “ o 


5,000 “ “ 1 month “ 5,000 “ “ “cs 


Total of —- hh we 


The proportion between the capitals being 89 and 57, A would receive 


credit for 89/146 and B for 57/146 of the net profits for the year. 


The other method for arriving at the ratio will give the same result. 
A put in $6,000 for 12 months to end of year; equals $72,000 for one month 


“ 


“ “ “ 2,000 “ 10 “ae “ “ “ “ “ 20,000 “ “ 
“ “ “ 4,000 “ 7 “ “ “ “ “ “ 28,000 “ “ 
“ “ “ 1,000 “ 2 “ “ee “ “ “c “ 2,000 “ “ 
122,000 
Withdrew 3,000 for 9 months to end of year equals 27,000 

“ 2,000 “ 3 “ “ “ “oe “ce “ 6,000 33,000 
A, net credit for one month of 89,000 

B put in $4,000 for 12 months to end of year; equals $48,000 for one month 
“ “ “oe 1,000 “ 11 “ “ “ “ “ “ 11,000 “ “ 
“ “ “ 3,000 “ 5 “ “ “ “ “ “ 15,000 “ “ 


74,000 
Withdrew 2,000 for 8 months to end of year; equals 16,000 
* SS el a 1,000 17,000 


B, net credit for one month of 57,000 


“ 


The first method is the better, because the accuracy of the time can be 
tested by adding up the detail of the months or days to see if they amount 
to a full year, and the calculation of the balances is proved by the fact 
that the final balance in the statement is the same as the balance in the 


trial balance. 


There is no advantage gained by finding the average balance for the 
year by dividing the capital for one month by 12, nor by reducing the 
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vulgar fractions of 89/146 and 57/146 to the percentages of .60959 and 
39041. The relative proportions remain the same and the extra work in- 
volved in changing the expressions of them is useless. 

When this method of dividing the profits is adopted, a sharp distinction 
between the capital accounts and the drawing accounts of the partners 
must be observed. Withdrawals of money properly chargeable to the 
drawings account, as authorized by the partnership articles, should not be 
charged to the capital account, so as to reduce the capital ratio of profit 
sharing. In case a partner draws more than the stipulated allowance, he 
subjects himself to the possible requirement by the other partners that 
the excess be charged against his capital account. If, however, the other 
partners do not object to the excess drawings at the time they occur, they 
forfeit the right to penalize the offending partner. 

(c) Profits are often divided on an agreed basis as provided for in 
the articles of partnership, irrespective of the capitals of the partners. 

When the value of the different partners to the business varies, either 
on account of different degrees of business efficiency, or on account of 
differences in the amount of time and attention given to the business, the 
ratio of the division of profits may be entirely out of proportion to the 
capital contributions. An arbitrary rate is then fixed by the articles, and 
this rate governs the division, without regard to the capital accounts. As 
already stated, if there are no articles, the law provides that profits shall 
be divided equally among the partners whatever their respective capitals 
may be. 

As an illustration, suppose that A, B and C are partners, that their 
capitals are, A $40,000, B $35,000 and C $25,000 and that the articles of 
partnership stipulate that A shall receive 50%, B 30% and C 20% of the 
profits. If the profits of the year are $15,000, A would receive $7,500, B 
$4,500 and C $3,000. On the basis of capitals A would be entitled to only 
$6,000. The extra $1,500 is given to him by B and C in recognition of his 
superior value to the business. 

If there were no articles of partnership, or if the articles were silent in 
regard to the ratio of the division of profits, A, B and C would each 
receive $5,000. 

In fact, a person may be a partner in a firm only to the extent of having 
a share in the profits, but without having any capital to his credit, or 
owning any interest in the assets. In case of liquidation, the other partners 
would be entitled to receive their capitals in full, if the assets were 
sufficient to pay them. Any excess above this would be a profit, in which 
the other partner would share. If there were a deficit, he would be liable 
for his share of it. Such a partner must not be confused with a person 
who is paid a salary amounting to a certain percentage of the profits. The 
latter is not a partner receiving a share of the profits, but an employee, 
receiving a salary that is measured by the profits. In case of a deficit, 
he would not be liable for it. 

As an illustration suppose that A has $25,000 which he wishes to invest 
in a very lucrative business, about the management of which he has no 
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practical knowledge. He forms a partnership with B, who is an expert 
in the business but has no money, and they agree to divide profits equally, 
after allowing 6% interest on capital. If they make profits of $10,000 after 
paying A’s interest B would receive $5,000. If he had drawn out only 
$2,000, the remaining $3,000 would be credited to his capital account, and 
he could thus build up a capital interest in the assets if he wished to, on 
which he would also be paid interest. 

If however, A hired B as manager and agreed to pay him a salary 
equal to half the profits, B would still receive $5,000, but he would not be 
entitled to leave any part of it in the business as capital. He could not 
even leave any money in the business as a loan, unless A agreed to it, since 
A cannot be forced to borrow money, if he does not wish to. 

(d) Profits may be divided on the basis of interest on the capitals of 
the partners, and then on the basis agreed on in the articles for any excess 
above the interest. 

Although the capital of the different partners may be unequal, interest 
is not allowed on the excess, nor is any interest allowed on the capital of 
all the partners, whether equal or not, unless such interest is specifically 
provided for in the articles of partnership, or by mutual agreement between 
the partners. If the profit sharing ratio is different from that of the 
capital, interest is often allowed on the capital as a means of equalizing 
the profits, to the extent of the interest. It really amounts to making two 
ratios for the division of the profits, the first one being -a division on the 
agreed rate of interest, based on the capital, and the second the division 
of the remaining profits on the agreed profit and loss sharing ratio. For 
this reason, the interest credited to the capital accounts is not charged to 
the interest account, but is charged direct to profit and loss as part of the 
disposition of profit. It must be charged to profit and loss before the 
final division of profits is made, in order to ascertain what amount of 
profits is finally left for division. 

An example of this would be as follows: 

A, B and C are partners whose articles of partnership provide for 
interest on capital at the rate of 8% and then a division on the basis of 
40% to A, 35% to B and 25% to C. That respective capitals were, A 
$50,000, B $30,000 and C $20,000. The profits for the year were $15,000. 

The division of the first $8,000 would be on the basis of the capital 
ratios as interest 


A, 8% on $50,000 $4,000.00 
B, 8% “ 30,000 2,400.00 


C, 8% “ 20,000 1,600.00 $8,000.00 


The remaining $7,000 would be divided on the agreed ratio: 


A, 40% of $7,000 $2,800.00 
B, 35% “ 7,000 2,450.00 


C, 25% “ 7,000 1,750.00 $7,000.00 
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The effect of this is that A receives $6,800.00 as his share of the $15,000 
profit, instead of $6,000, which he would have received if the profits had 
all been divided on the basis of 40, 35 and 25%. The excess of $800.00 
would be considered only a fair recognition of the advantage to the firm 
of the use of A’s excess capital. B and C in consequence of their smaller 
capitals would contribute this $800.00 by receiving respectively $4,850.00 
instead of $5,250.00, and $3,350.00 instead of $3,750.00. 


The effect of this division of profits on two bases may be seen more 
clearly from the following comparative statement: 


A B C Total 

Division of profits on two bases: 
Interest on capital $4,000 $2,400 $1,600 $8,000 
Stipulated percentage 2,800 2,450 1,750 7,000 





$6,800 $4,850 $3,350 $15,000 
Division on one basis 
Stipulated percentages $6,000 $5,250 $3,750 $15,000 
Difference +$ 800 —$ 400 —$ 400 


If the balance of the profit and loss account is less than the total interest 
on capital, the interest must still be credited to the capital and charged to 
profit and loss, leaving the latter account with a debit balance, or apparent 
loss. This loss must then be charged to the different partners on the 
agreed profit and loss sharing ratio. Suppose that the profits for the year 
were only $6,000, instead of $15,000. The credits to the partners for 
interest would be made, notwithstanding the fact that the interest of $8,000 
exceeds the $6,000 profits. The profit and loss account would be closed by 
crediting it $2,000 and debiting the partners with their respective percent- 
ages thereof. The division would be as follows: 





A B Cc Total 

Credits for interest $4,000 $2,400 $1,600 $8,000 
Debits for apparent loss 800 700 500 2,000 
Net credit $3,200 $1,700 $1,100 $6,000 


Even if the operations resulted in a loss, the credits to the partners 
would have to be made in accordance with the articles, thus increasing the 
debit balance of profit and loss to be divided on the percentage basis. For 
instance, if the year’s operations resulted in a loss of $4,000, the partners 
would be credited with interest amounting to $8,000 and charged with their 
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respective percentages of the apparent loss of $12,000. Following is a 
statement of the capital accounts: 








A B C Total 

Original capital $50,000 $30,000 $20,000 $100,000 
Interest at 8% 4,000 2,400 1,600 8,000 
Total $54,000 $32,400 $21,600 $108,000 
Less apparent loss 4,800 4,200 3,000 12,000 
Balance $49,200 $28,200 $18,600  $ 96,000 


The effect of the interest adjustment will be seen in the following com- 
parative statement: 
A B Cc Total 
Distribution on two bases 
Debits for apparent loss $4,800 $4,200 $3,000 $12,000 
Less credits for interest 4,000 2,400 1,600 8,000 





Net loss $ 800 $1,800 $1,400 $ 4,000 
Distribution on one basis 

Actual loss—per cent. basis $1,600 $1,400 $1,000 $ 4,000 

It is only when interest is credited on the capitals of all the partners 
that it is to be considred part of the disposition of profit. If interest is 
credited to one partner on the excess of his capital over that contributed 
by another, it is more in the nature of interest on borrowed money and 
should properly be charged to the regular interest account. 


For instance, if the agreement were that A and B were to be allowed 
interest at 8% on the excess of their respective capitals over that of C, the 
calculation of the excess capitals and the interest thereon would be as 





follows: 
A B C 
Capitals $50,000 $30,000 $20,000 
Deduct 20,000 20,000 20,000 
Excess (basis of interest) $30,000 $10,000 $ 0 
Interest at 8% 2,400 800 0 


Of course, this makes a difference in the net results to the three 
partners, because the amounts which are divided on capital ratio and on 
the agreed profit and loss ratio have been changed. Whereas by the 
previous method $8,000 was divided on the capital ratio and $7,000 on the 
profit and loss ratio, by the last method $3,200 is divided on the capital 
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ratio, leaving $11,800 to be divided on the profit and loss ratio. This 
will result as follows: 





A B Cc 
For interest $2,400 $ 800 $ 0 
Net profits on percentage basis 4,720 4,130 2,950 
Total for interest and profits $7,120 $4,930 $2,950 


It is to be noted that the interest is treated as an expense, and that the 
profits are divided on only one basis. 

If there is a provision that interest shall be allowed on the capital 
accounts, it does not necessarily follow that interest shall be charged on 
the drawing accounts, in the absence of specific provision for it in the 
articles of partnership. This is reasonable, as the drawings of each partner 
are supposed to be against current profits that have been made, although 
their amount cannot be determined until the end of the year; and he is 
therefore drawing out his own money and is not supposed to be depleting 
the capital of the firm. If the drawings are deducted from the capital 
before interest is calculated on it, the effect is the same as charging 
interest on the drawings, since the interest on the capital reduced by the 
drawings would be the same as the interest on the entire capital less the 
interest on the drawings. 

If the total of the drawings made during the year is deducted from 
the capital before interest on the capital is calculated, a still worse error 
is made. Not only is the effect the same as charging unauthorized interest 
on the drawings, but the interest is charged for the whole year, while the 
drawings are made from time to time during the year. 

When the profits are divided on the basis of the capital at the credit 
of each partner, there is no object in allowing interest on the capitals. 
The interest and the division of profits being on the same basis, there 
would be no difference in the result from what would occur if all the 
profits were divided on that basis. For instance if the $15,000 profit were 
divided on capital ratios, the distribution would be 





Partners Capital Ratio Profit 
A $50,000 50% $7,500 
B 30,000 30% 4,500 
Cc 20,000 20% 3,000 
Totals $100,000 100% $15,000 


If interest at 8% were allowed on capitals, and the remaining profits 
divided on capital ratios, the distribution would be 





Balance on Total 

Partners Interest capital ratios (as above) 
A $4,000 $3,500 $7,500 
B 2,400 2,100 4,500 
Cc 1,600 1,400 3,000 
Totals $8,000 $7,000 $15,000 
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(e) When profits are divided on the basis of salaries paid to all the 
partners and then on an agreed basis, the principle is the same as when 
interest is credited to all the partners. The salaries are a part of the 
disposition of profits. 

If a salary is paid to only one partner, in addition to his share of the 
profits, he is entitled to it, even if no profits are made during the period. 
As far as his salary goes, he is in the position of an ordinary employee, 
which is an illustration of how a person may act in a dual capacity, as 
proprietor and as part of the business. The salary would be just as 
much an operating expense of the business as if it were paid to a manager 
who was not a partner. It would have to be charged as an expense before 
the net divisible profits could be ascertained. Even if it is claimed that all 
payments to a partner must be from his share of the profits, the profits 
which he receives as salary would be preferred over any profits payable to 
the other partners and would be paid to him first, just as dividends must 
be paid to holders of preferred stock before common stockholders can be 
paid any dividend. 

Sometimes the salary paid to a partner is not a fixed sum, but is based 
on a percentage of the profits. In such a case, the wording of the agree- 
ment to allow him a certain percentage of the profits becomes important. 
If it reads that the partner in consideration of his value to the business 
shall receive a bonus consisting of a “percentage of the net profits” without 
stating whether the profits are net before the bonus is deducted or after 
that is done, it is impossible to determine the amount. If the bonus is 
to be as salary, and therefore an operating expense, it should be deducted 
before the net divisible profits are determined. If the bonus is to be 
considered as an extra or preferential allowance of profit to the favored 
partner, it is part of the disposition of profit, and must not be deducted 
before the percentage is calculated. 

To illustrate: A and B are partners. B is to receive 25% of the net 
profits as a bonus, the remaining profits being divided, 75% to A and 
25% to B. The profits for the year are $40,000.00. 

If B’s bonus is considered a part of the disposition of the profits, the 
net profits would be $40,000.00, divided thus: 


B, for bonus 25% 10,000.00 
25% of $30,000.00 7,500.00 17,500.00 
A, 75% of $30,000.0 22,500.00 40,000.00 


If B’s bonus is considered an operating expense, as salary, the $40,000.00 
profit is not net, since it includes B’s 25% of the actual net—that is 
$40,000.00 is 125% of the net profits. This makes the net profits $32,000.00, 
of which B’s 25% is $8,000.00. A would get 75% of $32,000.00, or 
$24,000.00, and B would receive 25%, or $8,000.00, the division now being: 


B, for salary 8,000.00 
25% of $32,000.00 net 8,000.00 16,000.00 
A 75% of $32,000.00 net 24,000.00 40,000.00 
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Unless the agreement is carefully drawn with regard to this point, a 
dispute may arise, which it would be extremely difficult to decide. It 
should state whether the bonus is given as salary or as a preferential 
allowance. 

Charging Drawings to Profit and Loss. A careful distinction must be 
maintained between partners’ drawings and salaries. Salaries are an 
expense of the business and should be charged to a nominal account and 
cleared into profit and loss, thus decreasing the profit to be divided. On 
the other hand, drawings are in no sense an expense and do not decrease 
the total profits of the business. They are merely drawings against 
the potential credits to be passed to the credit of the partners’ drawing 
accounts when the books are closed and the profits ascertained. Since each 
partner’s share of the profit is credited to his drawing account, his draw- 
ings should be charged to this account to show how much of his profit he 
has withdrawn and how much he is still entitled to. This means that 
the record of the drawings must be made so that each partner’s drawings 
will come out of his share of the profits, instead of out of the undivided 
profits, which might result very differently. 

For instance if A and B share profits equally, and the drawings are as 
follows: 





A $2,000 

B $3,000 

the profits, say $6,000, should be divided equally, thus 
A B Total 
Profits $3,000 $3,000 $6,000 

And each partner’s drawings 

deducted from his share 2,000 3,000 5,000 
Undrawn profits $1,000 $ 0O $1,000 





= 


The injustice resulting from charging the drawings to profit and loss is 
seen from the following: 





A B Total 
Profits $6,000 
Drawings 5,000 
Distribution $ 500 $ 500 $1,000 








This means that A pays $500 of B’s drawings, and is equivalent to 
Dividing profits on agreed ratios $3,000 $3,000 $6,000 
Charging total drawings on profit 


and loss ratio instead of as 
actually made 2,500 2,500 5,000 


Balance $ 500 $ 500 ~ $1,000 
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CULTIVATING THE ANALYTICAL FACULTY 


A very peculiar combination of figures that has appeared in several 
publications, originating apparently with the Pittsburgh Gazette, is an 
excellent example of the advantage gained from the cultivation of the habit 
of analysis. Such a habit should be so fixed in the mind of an accountant 
that he instinctively analyzes every condition with which he comes in 
contact, whether it bears directly on his own work or not. He should 
never be satisfied without knowing the “why” of any proposition that 
comes under his notice. 

In studying the figures submitted below, the man who really thinks 
will not dismiss the subject with the idea that a most remarkable coin- 
cidence exists. Still less will he imagine that there is some occult meaning 
in the figures. He will find the reason why the figures for all the men 
add up to the same total. That reason is so simple that it would not have 
been considered worth while to take the matter up in this department, if a 
practical test with a number of practising accountants had not shown that 
none of them saw it. 

The article referred to is as follows: 

“Among the favorite appeals to the superstitious temper of war-time, 
none is apt to be more unique than the prophetic combination of dates 
and other significant figures with which the outcome or end of the conflict 
is variously pointed. Every war of modern times has produced such 
essays at mystical and symbolic arithmetic, and the present struggle is no 
exception. 

“One of the most startling of these appears to have an American origin; 
at least, it has been perfected by the Pittsburgh Gazette. We herewith 
submit it to our readers as an example of clever mathematical juggling 
that may well mislead the superstitious ; 








President Wilson was born 1856 

took office 1913 
has been in office 4 years 
has lived 61 years 

3834 

King of England was born 1865 

ascended throne 1910 
has reigned 7 years 
has lived 52 years 

3834 

King of Belgium was born 1875 

ascended throne 1909 
has reigned 8 years 
has lived 42 years 

3834 
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Emperor of Japan was born 1879 

ascended throne 1912 
has reigned 5 years 
has lived 38 years 

3834 

President of France was born 1858 

took office 1913 
has been in office 4 years 
has lived 59 years 

3834 

King of Servia was born 1844 

ascended throne 1903 
has reigned 14 years 
has lived 73 years 

3834 

King of Italy was born 1869 

ascended throne 1900 
has reigned 17 years 
has lived 48 years 

3834 

King of Montenegro was born 1841 

ascended throne 1910 
has reigned 7 years 
has lived 76 years 

3834 





“It might seem that the equal sum thus yielded, by adding the principal 
statistics about the presidents and monarchs engaged in the war against the 
central powers was startling and significant enough. But the wonder is 
heightened when we are told that this sum must be divided because two 
hémispheres are represented by these rulers, and that one-half of 3,834 is 
1917. 

“The prediction based upon these figures may be anticipated. It is that 
the war will come to an end during the present year.” 

Of course, the simple explanation is that since the age of President 
Wilson is found by deducting from 1917 the year 1856 in which he was 
born, therefore 1856 plus his age will equal 1917. In the same way the 
year of his inauguration plus the years he has been in office will equal 1917. 
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The two together will naturally be twice 1917. Next year, similar figures 
will add up 3836 and will explain why the war lasted until 1918, if such be 
the case. 


It is not necessary to confine ourselves to the great ones of earth. Ask 
John Smith when he was born, when married, how old he is and what 
anniversary of his marriage occurs this year, and the same result will be 
obtained. The age must, of course, be calculated as at the birthday that 
occurs this year. 


“THEORY AND PRACTICE” 


In the July issue of this magazine Herbert Beck, C.P.A., bases an 
argument that “it is sound reasoning to conclude that all discount given 
for the purpose of attracting capital into a new enterprise is a part of the 
capital” on an entire misconception of the nature of the discount suffered 
when a corporation issues its bonds at less than par. The application of 
his theory to his practice is wrong because his theory is itself wrong. 

He says “that discount is not interest, or even akin to interest, in many 
cases can be logically demonstrated. Claims that discount is interest are 
therefore merely dicta and not the statement of a rule.” 

He then gives what is apparently intended for an illustration. “A com- 
pany, at its inception, issues five year bonds at 90 and at maturity refunds 
them by an issue of capital stock at par. Having writteri off 10% of the 
par value of the bonds, what is it to call the discount recovered? If dis- 
count paid is interest payable, the amount recovered must be interest 
receivable—an argument that hardly commends itself.” 

The principal reason why the argument does not commend itself is 
because his argument, if it can be called an argument, is based on an 
entirely wrong premise. Apparently Mr. Beck thinks that because the 
bonds were issued at 90 and were afterwards exchanged for an equal 
face value of stock, the stock should be valued at 90, and that since it was 
issued at par for the bonds at par, the discount lost on the sale of the 
bonds was recovered in the issue of stock. He leaves the reader to guess 
that this is his argument, but it seems the only reasonable deduction to 
make from his statement of the case. 

There is absolutely no warrant for valuing the stock at 90, and there 
was not a dollar of discount recovered. The transaction properly stated 
is that 10% discount was lost on the bonds when sold, that this discount 
was absorbed during the five years by being charged off as bond interest, 
and ‘that at the end of the five years the company owed the face of the 
bonds. When confronted with this situation, the company consults a 
financier and not an accountant, because the question to be solved is not 
an accounting proposition at all, but purely one of raising the funds neces- 
sary to pay off the bonds at par. It is evident that the stock of the company 
is worth par or better, because the bondholders are willing to exchange 
their bonds for stock on an even basis. Therefore what the company really 
does is to sell a certain amount of its stock at par for cash, and with the 
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cash it pays off an equal amount of bonds. The bondholders are not 
obliged to accept the stock at par in payment for their bonds, because they 
can demand cash in full. If they accept the stock, it is exactly the same 
as if they had received cash for the bonds and had used the cash for the 
purchase of the stock. There is no question of discount of any kind. 


This entirely disposes of another paragraph: “Presuming that the com- 
pany has followed the rule that discount cannot be capitalized, what is the 
‘profit’ realized on the sale of the stock? It evidently cannot be ‘premium’ 
on a stock sold for par. Is it not evidently the discount on the bonds that 
should never have been written off? An argument that the recovered dis- 
count is an earning due to the success of the company, after its inception, 
has some plausibility. Whether it is convincing is quite another story.” 

If we yielded to the temptation to imitate Mr. Beck’s fondness for using 
Latin unnecessarily, we might say that he is using a “post hoc, ergo propter 
hoc” argument, but we will say instead that the mere fact that the issue 
of the stock at par followed the issue five years before of the bonds at 
90 does not establish any relation between the stock and the discount of 
10%. Mr. Beck himself shows this when he says that the stock was sold 
for par. If the stock had been sold to entirely new investors for cash 
and the money used to pay the bonds in cash, or if the money to pay the 
bonds with had been raised in any other way, it would be perfectly plain 
that the discount on the bonds had no possible relation to the stock. The 
fact that the bondholders, and not outsiders, took the stock is an accident, 
not a principle. 

Mr. Beck gives this other illustration: “A company, at its inception, 
issues twenty-year bonds at 80, but for ten years is able to earn only 
sufficient to pay its interest charges. If discount is interest, the company 1s 
in a state of insolvency at the end of the first year; much more so at the 
end of the tenth. Must the accountant withhold his certificate until the 
company charges off the elapsed moiety of the discount, and thereby 
acknowledges itself to be insolvent? How can a company be insolvent 
because it has a payment coming due in ten years, (1) when it may have 
ample opportunity to make its commitment good, (2) when for all anyone 
can tell it may never have to draw on its earnings for any part of the 
payment ?” 

‘There is nothing more certain than the fact that the reason why the 
company had to sell its bonds at a discount of 20% was because the rate of 
interest paid on the bonds was too low to allow of their commanding par. 
If twenty-year 4% bonds are sold at 80, the bond tables show that the 
effective rate is 5 11/16%. That is, if the bonds were issued with coupons 
calling for interest at the rate of 5 11/16%, the bonds would be sold at par 
and not at a discount, and the company would pay in the twenty years an 
interest of 113 %%, which on an issue of $100,000 would amount to $113,750. 
Issuing the bonds at 4% and at 20% discount they actually pay coupons to 
the amount of $80,000 and the discount of $20,000 when the bonds are paid 
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at maturity, or $100,000 interest in all. This amounts to their paying 
$13,750 for the use of $20,000 caused by their receiving $100,000 instead of 
$80,000 when the bonds are sold. Of course, the $20,000 is reduced each 
year by the amortization of the discount. 

Since there is no difference between paying 4% interest on the bonds 
sold at 80 and 511/16% on bonds sold at par, the actual interest paid on 
the bonds sold at 80 must be calculated at the larger rate. The facts and 
the theory are in absolute agreement here. The first semi-annual charge 
to bond interest must be $2,275.00, of which $2,000.00 would be paid in cash 
for the coupons and $275.00 would be credited to discount on bonds 
account, making the new principal $80,275, on which the effective rate of 
5 11/16% per cent. would be calculated at the next semi-annual period— 
and so on. 


The result of this would be that at the end of ten years there would 
have been charged to bond interest about $7,260.00 more than the coupons 
actually paid. If the company had made only enough profits to cover the 
interest represented by the cash payments, its balance-sheet should show a 
deficit of this $7,260.00, and any accountant who signed a balance-sheet 
that did not show this deficit would be guilty of certifying to a false state- 
ment. 

However, Mr. Beck is in error in saying that this would make the com- 
pany insolvent. Its capital would be impaired, but that does not mean 
insolvency. The United States bankruptcy law provides that “a person 
shall be deemed insolvent whenever the aggregate of his property ; 
shall not at a fair valuation be sufficient in amount to pay his debts.” It 
is not probable that as small a deficit as $7,260.00 would prevent the com- 
pany from paying its debts. 

As to (1), the “opportunity to make its commitment good” may refer 
to the chance that it will have money enough on hand to pay the bonds 
when due, or that they may be provided for in some other way. This is 
purely a question of financing and has no possible connection with the loss 
of the discount. 

As to (2), the only way for it to avoid having to draw on its earnings 
for any part of the payment is to invent some method whereby it can sell 
bonds or anything else for $80,000 and then buy them back again for 
$100,000 and not make a loss. When the method is invented it would be 
of tremendous value to the short seller of stock in Wall street, who usually 
finds that when he does the same thing he has made a very unmistakable 
loss. 

Mr. Beck also says when both bonds and stock are sold at a discount 
“according to present-day dicta the bond discount must not be capitalized, 
but the discount on the stock can be.” We may be pardoned for refusing 
to accept his “ipse dixit” for this statement and for calling for his authori- 
ties. He will not be able to include the interstate commerce commission 
among them, at least. 
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Finally he presents this very hard nut, which turns out to have only a 
paper shell after all: “Company A builds a $100,000 plant out of the pro- 
ceeds of a $110,000 bond issue. Company B pays a contractor $110,000 in 
bonds to build an exact duplicate of A’s plant. Company A must not 
capitalize the discount because it is known—company B is under no such 
prohibition because the discount is not known. But why?” 


The answer is because the statement is not true. If the contracto: for 
“B’s” plant did not make a cash bid at the same time that he made the one 
involving payment in bonds, he should be asked for a cash price and that 
will establish the value of the plant. If he is the same contractor that built 
“A’s” plant and conditions have not changed, his figure will be $100,000, 
and “B” must charge plant with that amount and discount on bonds $10,000, 
exactly in the same way that “A” must do it. 
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Dominion Association of Chartered Accountants 


The following tentative programme has been arranged for the annual 
meeting of the Dominion Association of Chartered Accountants, which 
will be held at the Banff Springs hotel, Banff, Alberta, August 14, 15, 16 
and 17, 1917: 

Tuesday, August 14, 1917 
8:00 P. M. 
Informal reception at the Banff Springs hotel. Registration of members. 
Wednesday, August 15, 1917 
9:00 a. M. 
Meeting of council. 
11:00 a. mM. 

Opening session. 

Address of welcome by the lieutenant governor of Alberta. 

President’s address. 

Appointment of committees. 

Appointment of auditors. 

2:30 P. M 

Paper on Merchandise Inventories and the Auditor’s Responsibility 
Therefor, by John Parton, of the Institute of Chartered -Accountants of 
Manitoba. 

Discussion. 

4:15 P. M. 
Address on Canada’s Opportunities after the War, by President Tory, 
of the University of Alberta. 
7:30 P. M. 
Dominion Association banquet at Banff Springs hotel. 
Thursday, August 16, 1917 
Excursion to some points of interest in Canada’s national park. 
Friday, August 17, 1917 
9:00 a. M. 

Paper on Reserves and Sinking Funds, by James B. Sutherland, of the 
Institute of Chartered Accountants of Alberta. 

Discussion. 

10:30 A. M. 

Address by F. M. Black, member of the public utilities commission of 

the province of Alberta. 


11:30 a. M. 
Reports of committees. 

12:30 A. M. 
Luncheon. 

2:00 P. M. 


Reports of constituent societies. 
General business. 
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BUSINESS FINANCE; by Wuitiam LoucH. The Ronald Press Com- 
pany, New York. 


In the covers of the Ronald Press comes to hand a book on business 
finance by Mr. Lough, late professor of finance in the New York Univer- 
sity, which takes rank as one of the important accounting books of the 
year. Its subject is not new, of course, as it treats of problems which 
arise every day in private business concerns, but it is a pioneer work in 
that it is the first attempt we have seen to assemble and co-ordinate data 
relating to methods of financing business enterprises and from such data 
to deduce proper and scientific procedure. Despite the author’s playful 
dig at public accountants who “have not hesitated to make many bold 
forays into financial fields” (p. 3), and his evident opinion that accountants 
should leave the field of financing severely alone, we are convinced that 
his book will be most warmly welcomed by the accounting profession: 
and that public accountants particularly will gain much satisfaction and 
information from a study of it. Waiving the point as to whether or not 
an accountant, provided he has the necessary mental equipment, should 
venture to offer advice to his client on financing his business, the fact 
is clear, as Mr. Lough himself states, that public accountants are frequently 
called upon for just such advice, and there is no reason why they should 
not be properly equipped to give it. To be sure, the public accountant 
of to-day is regarded in the light of a “business doctor,” and reasoning 
by analogy the time may come when, as in the medical world, the general 
practitioner must give way to the specialist—the accountant after veri- 
fying the history of the concern will turn his client over to the financial 
advisor for directions as to the future. As things are at present, however, 
he stands in the position of the general physician and must be prepared to 
diagnose and prescribe as far as lies in his power—but at his peril! It 
is his moral, if not legal, duty not only to verify the past but to warn 
his client of possible dangers in the future which may arise from weak- 
nesses discovered in present methods of doing business. Which, of course, 
does not justify any accountant in prescribing a remedy unless he has 
the knowledge and experience to do so intelligently. 

Throughout the book the author lays particular stress on the impor- 
tance of adequate working capital, particularly covered in chapter XVII, 
and the proper methods of calculating requirements therefor. Always an 
important point, as indicated by the long list of commercial failures in 
the history of business, it is of special interest to-day when American 
business men are being urged to seize the opportunity of securing a large 
share of South American trade. As the author points out, the tendency 
of American business is to shorten the terms of credit, a natural evolution 
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in a country which is steadily settling down to stabilized trading and manu- 
facturing. South America, on the other hand, is still a new country, com- 
mercially speaking, devoted mainly to agricultural and extractive enter- 
prises. Its business is, therefore, mainly seasonal, and credits must be 
granted to extend over harvest time. Not only that, but due considera- 
tion must be given to the chances of poor crops. The American business 
man who is going after South American trade must, therefore, be pre- 
pared to grant long credit, as the English and Germans have, and to do 
this safely he must have abundant working capital, or be able to secure 
ample financing from banks. This may appear bromidic, but the fact 
cannot be emphasized too often or too strongly. The writer knows of 
one small manufacturer who cheerfully proposed to embark on South 
American trade without adding a dollar to his working capital now based 
on trade credit of thirty days. 


The chapter on financial standards is of decided interest in connection 
with the proposed statistical library to be established under the endowment 
fund of the American Institute of Accountants. All standards in every 
pursuit of life are results of thousands of experiences collated, compiled 
and compared. Every science has its standards, more or less exact, and 
not a few of the arts. That business is rapidly coming to be regarded 
as a science is sufficiently shown by the action of our universities in 
establishing business courses leading to a university degree. In the days 
of our grandfathers to fail in business was a moral disgrace, and while 
during the last and present generations a business failure was and is 
rather lightly regarded, the feeling is growing that it is, at least, disgrace- 
ful to one’s business intelligence and foresight. The obvious remedy is 
business training, and it is equally obvious that training implies the attempt 
to attain a certain standard, which must naturally be ascertained and 
established by common usage and consent. On this point we quote Mr. 
Lough in hearty agreement: 

“Unfortunately, general standards of financial practice are not worked 
out in any detail or with any approach to accuracy. At this stage it would 
be impracticable for any individual or private enterprise to attempt to 
collect and collate all the data that would be required to make our know- 
ledge of standards of safe financial practice more complete and more prac- 
tical. This is work to be done by associations of business men which have 
authority or permission to inspect the private records of thousands of 
business concerns. Thus the American Institute of Accountants, the 
American Bankers’ Association, the Investment Bankers’ Association, 
the United States Chamber of Commerce, and other bodies might properly 
co-operate in carrying through to completion investigations of this char- 
acter. The result would be a definite determination of many standards 
which would be of the highest value to business executives, to bankers 
and other creditors, and to the whole business community in reducing the 
amount and seriousness of losses due to errors in handling financial prob- 
lems. It would not, of course, be the object of such an inquiry as is here 
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suggested, to establish inflexible rules that would be binding alike on all 
classes of business. There would be ample room left for individual 
knowledge, foresight and discretion. The result would be simply to 
establish certain normal or typical relations, such as cash resources in 
relation to current liabilities, total current assets to current liabilities, 
working capital to total capital, working capital to volume of business, the 
operating ratio, the relation of gross profit to sales, turnover, the relation 
of net profits to fixed and to contingent charges, of capital stock and of 
bond issues to gross volume of business, and so on. Having these stan- 
dards in mind, the financial manager would diverge from them in his own 
practice only after careful consideration and with the full knowledge that 
he would have to convince his associates and his bankers of the soundness 
of his reasons. There would be little danger, as at present, of taking 
chances in mere recklessness or ignorance.” 

Not the least interesting feature of this book is the manner in which 
Mr. Lough has driven home his points by numerous illustrations taken 
from famous (or infamous?) failures in commercial history. Concrete 
instances are worth many pages of theory to clinch an argument. Case 
after case points undeviatingly to the principal cause—“financial mis- 
management”—and whether such mismanagement is due to reckless greed 
or pure ignorance the lesson is the same—lack of proper standards to 
curb the one or to enlighten the other. 

One may be permitted to felicitate the author on a minor point—the 
use of the term “hidden surplus” for “secret reserve.” It is a small matter, 
perhaps, but as we are always striving for an exact nomenclature in the 
accounting profession, it would seem better to recognize the fact that 
hidden assets of this character, when discovered, go to swell the surplus 
account. The very term “reserve” implies a deduction from the surplus 
for some specific and legitimate purpose, and if a hidden surplus is uncov- 
ered it is pretty safe to assume that every possible legitimate purpose for 
which a reserve could be set up has been exhausted. W.#H.L. 


OFFICE MACHINERY; by Lawrence R. Dicxsez, F.C.A. Gee and Co., 


London. 


The American accountant familiar with the labor-saving devices used 
for years in all up-to-date offices and factories may be tempted to smile 
at first sight of this little book, and say to himself that at last our British 
cousins are beginning to wake up. The significant and touching dedica- 
tion—“To Roy, who died for his country, 9th May, 1916”—however, brings 
out rather poignantly the situation in all too many business offices of 
England. Traditional English conservatism in this respect, as in many 
others, is forced to yield to the necessity of radical changes caused by the 
disastrous shortage of young men who have been called to the colors. 
Americans may well take a modest pride in the knowledge that our 
ingenious mechanical devices are so strongly recommended by Professor 
Dicksee to enable England’s business men to keep things going. 
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It is not necessary to speak of the well-known machines described and 
recommended in the book, but it is worth while to call the attention of 
managers of smaller offices to Professor Dicksee’s demonstration of the 
actual saving in expense of time, space and labor made by installing these 
mechanical helps. 


MONEY: WHAT IT IS AND HOW TO USE IT; by Wrtiam R. 
Haywarp. Houghton, Mifflin Company, Boston. Eighty cents, net. 
This little book of pocket size is a short business manual written in 

non-technical popular style. It is a brief statement of the origin, develop- 
ment and use of money, involving logically the ways money is obtained 
and expended or invested, and how it grows with proper handling. The 
book is primarily intended for collateral reading in high school business 
courses and is most timely for young Americans of both sexes in these days 
when it is apparent that the next few generations will have to exercise the 
utmost thrift to make good the awful waste of this great war. 


W. H. L. 
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Correspondence 


Editor, The Journal of Accountancy: 


Sir: There has appeared from time to time, in various articles, cor- 
respondence and standard works on accounting, the controversy as to how 
the English method of setting up the liabilities on the left-hand side and 
the assets on the right-hand side originated, and the reason, if any, for 
that method, in contrast to the reverse method used by the American 
business world in conformity with American accounting principles. Mont- 
gomery says there has been no satisfactory explanation in the numerous 
tiresome pages written on the subject and dismisses the subject by saying 
some one started the custom and it has been followed by the English ever 
since, without any attempt to explain why the start was ever made. 


I would suggest a theory long ago advanced by some English author, 
whose name I do not remember, that the form obtained its origin from the 
early Italian school, which was the pioneer of the journal, and whose 
teachings held strictly to the practice of journalizing almost every 
transaction. At the end of a financial period when the accounts were 
ready to be closed out, this process of “closing out” was carried out to 
the strict letter of the law of book-keeping, as it was known in those days, 
by means of the journal, and every account was balanced off by journal 
entry, leaving a ruled off account in every instance, without the balance- 
sheet items being brought down. 

Following out this principle, the net aggregate total or result of the 
profit and loss items, where a profit is shown, would be a debit figure on 
the closing journal entry under the caption of profit and loss. Therefore, 
the closing journal totals extracted from the books, if made in one con- 
tinuous journal entry, would constitute in themselves a trial balance of 
the books in the form of a balance-sheet, as we term it now. Moreover 
that journal entry, even if posted in conformity with the journal method 
of posting debit to debit and credit to credit, would still retain its original 
form, the liabilities on the left and the assets on the right. 

I do not suppose that in those early days of book-keeping the term 
balance-sheet was in use, as the term itself implies a collection of balances, 
which are usually shown on the books as such, having been brought down 
as a balance with which to start the new fiscal period. If they had been 
brought down in early practice it would have nullified the use made of the 
journal to close the accounts out. The theory advanced is that they were 
not brought down but closed out by journal as described, and it serves to 
strengthen the idea that the final journal entry as it stood served the 
purpose of a balance-sheet as we know it to-day. Having closed the books 
for the fiscal period, it was then customary to reverse the closing entry in 
setting up the assets and liabilities for the new period. 
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I have no reason to doubt the truth of this theory, which, however, 
casts its reflection on the English methods. For although the English were 
the early followers of the Italian school of accounting, and have advanced 
sufficiently with the times in bringing forward the debit and credit items 
on the books constituting the balance-sheet, and thereby dropping the use 
of the journal for these particular items, their advance stopped there. 
They should have adopted the American form at that point, but they didn’t, 
and they still form the balance-sheet in conformity with the old custom. 

A scarcity of ancient statements of account representing the condition 
of affairs after closing out renders it difficult to prove the reasoning of 
the theory advanced, but if anyone interested could discover such a set 0: 
accounts, the absence of the term balance-sheet would be a strong link in 
the proof of that theory. Yours very truly, 


Gorpon Sackett, A.C.A. 
Boston, Massachusetts, July, 1917. 
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News of Accounting Societies 


Missouri Society of Certified Public Accountants 


At the annual meeting of the Missouri Society of Certified Public Ac- 
countants, in Kansas City, June 8, 1917, the following officers were elected 
for the coming year: president, F. A. Smith; first vice-president, E. G. H. 
Kessler; second vice-president, J. M. McShane; secretary, F. C. Belser; 
treasurer, J. D. M. Crockett. 


The sum of $600.00 was appropriated from the funds of the society 
for the purchase of Liberty bonds to be turned over to the endowment 
fund of the American Institute of Accountants. 

At a meeting of the St. Louis chapter of the Missouri society a few 
weeks before an appropriation of $300.00 out of its funds was made for the 
same purpose. 





Colorado State Board of Accountancy 


At the November, 1916, examinations of the Colorado state board of 
accountancy the following candidates were successful: T. H. Lawrence, 
Denver; R. M. Fishel, Denver; Richard M. Crane, Denver, and Robert 
A. Klahr, Colorado Springs. 


Charles Kentor of Denver also passed the examination, but will not 
receive his certificate until he shall have had the necessary three years’ 
experience. 





American Accountants Aiding Mexican Government 


Financial affairs of the Mexican republic have been under consideration 
by a commission of citizens of the United States and according to reports 
much valuable work has been done. The commission is headed by 
Henry W. Bruere, of New York, assisted by Francis Oakey and Thomas 
R. Lill, accountants, of New York. 





New Jersey State Board of Public Accountants 


John B. Niven, Montclair, has been reappointed to the New Jersey 
state board of public accountants. 





Frederick H. Hurdman announces that he has admitted to partner- 
ship William D. Cranstoun and that the practice in future will be con- 
ducted under the firm name of Hurdman and Cranstoun, with offices at 
55 Liberty Street, New York, and First National Bank building, Syracuse. 
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Frank Blacklock 
We regret to announce the death of Frank Blacklock, C.P.A., of 
Maryland, member of the American Institute of Accountants. Mr. 
Blacklock, who was 64 years old, was born in Baltimore and for many 
years before his death had practised accounting in his native city. 





James C. Kerr 
We regret to announce the death of James C. Kerr, C.P.A., member of 
the American Institute of Accountants. Mr. Kerr was born in Glasgow, 
Scotland, and had been a resident of the United States for many years. 
He died at his residence in West Stockbridge, Massachusetts, at the age 
of seventy years. 





William W. Rorer 


We regret to announce the death of William W. Rorer, C.P.A., which 
occurred July 18, 1917, at Philadelphia. Mr. Rorer was a partner in the 
firm of Vollum, Fernley, Vollum and Rorer and a member of the 
American Institute of Accountants. 





Francis A. Wright 


We regret to announce the death of Francis A. Wright, C.P.A., of 
Missouri, member of the American Institute of Accountants. Mr. Wright, 
who was 68 years old, was the senior member of the firm of Wright, 
Mendenhall and Wright, public accountants. He was the oldest active 
accountant in the state of Missouri and received the first certificate issued 
by the state board of accountancy. 


Charles Neville, C.P.A., J. T. McIver, C.P.A., M. H. Barnes, C.P.A., and 
W. H. Skene, C.A, announce the formation of a partnership for the prac- 
tice of accountancy under the firm name of Charles Neville & Co., with 
offices at 506-512 National Bank building, Savannah, Georgia. 





Touche, Niven & Co. announce the retirement from their co-partner- 
ship, on August 1, 1917, of Frederick George Colley, C.P.A., who has 
become associated with the Pierce Oil Corporation, 25 Broad street, New 
York. 
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